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INTRODUCTION 


r I iHE twin scoiii^cs tJiat afflict the modem world — ^De- 
I prcssion and War — arc not altogether unrelated. Bad 

JL as tlic Treaty of Versailles was, a steady improvement 
in international political relations could have been expected 
had tre had tlic vision and courage to stop the Great Depres- 
sion dead in its tracks and to move fonv.ud to higher levels 
of real income and employment 
The war now afllicling, directly and indirectly, the entire 
world cannot be explained by overly simplified dogmas run- 
ning in terms of competitive capitalism and imperialistic 
rivalries. But it has, nonctliclcss, an economic basis tlie in- 
ability of the great industrial nations to provide full employ- 
ment at rising standards of real income. The disasuous eco- 
nomic breakdown of tlic tliirtics let loose forces svhich have 
set the world in flames. The ultimate causes of the failure to 
achieve a world order in the political sphere must be sought 
in the facts of economic frustration. 

It is against tlic background of tire past decade of economic 
and political futility that this book is written. It deals with 
the changing role of goverjimcnt, and particularly with fiscal 
policy as an instrument for regulating the national income 
and its distribution. 

In June, 1939, it was my privilege to present a preliminary 
report on Fiscal Policy and Business Cycles to a conference 
of specialists in the fields indicated, called together under the 
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auspices of the Social Science Research Council at Rye, New 
York. This conftience proved to be extraordinarily stimulat- 
ing and helpful, and I am deeply in debt to all those who par- 
ticipated. They included Roy Blough, J. M. Clark, Gerhard 
Colm, Lauchlin Currie, Gottfried Habcrlcr, C. O. Hardy, 
Simeon E. Leland, Abba P. Lemer, Arthur IV. Margct, Law- 
rence H. Seltzer, Carl Shoup, and John H. Williams. 

Especially am I under obliption to Dean Williams and 
members of the Seminar on Fiscal Policy at tlic Graduate 
School of Public Administration, Harvard University, for a 
thoroughgoing, critical analysis of tlte report rcfcned to 
above and of oral presentations of my vicu’s. These, together 
with the discussion at the conference referred to above, have 
frequently forced me to clarify my drinking and to alter or 
restate my posidon. I have, moreover, learned much from 
convcisadon with, and from the writings of, my colleagues 
Professors Schumpeter, Haberler, and Harris and from pro- 
longed discussions on many points with graduate fcllorvs and 
younger faculty members, especially J. Keith Butters, Emile 
Despres, John T. Dunlop, J. K. Galbraith, R. V. Gilbert, 
Benjamin H. Higgins, G. G. Johnson, Martin Krost, Richard 
A. Musgiave, Kenyon E. Poole. Walter Salant, Paul A. Samuel- 
son and Paul M. Sweezy. 

In vierv of the controversial character of many of the issues 
discussed. It IS especially important to say that none of die 

Sented"or ^sponsible for the arguments 

mStm tl r. book. With rc- 

sS S,?' “"derlymg philosophy, some are, as I under- 

highly 

SchooSfS KV y “hligation to the Graduate 

Dreoamtinn • ^“hties which it has provided. In the 

WilbrdD AraSrVhmnT^r*^ assistance of 

andMorUm-J^ ’i ^ Goughian, Benjamin H. Hieelns 
and Mortimer Kaplan, m addition. David W. Lusher anllaui 
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IX 


R. Srolc aided in assembling basic data. In a part of Chap- 
ter V, I liavc relied lieavily upon the work of George Jdszi, pub- 
lished in Public Policy, 1940 yearbook of the Graduate School 
of Public Administration. I am particularly happy to include 
the Appendix to Cliaptcr XI, on “A Statistical Analysis of the 
Consumption Function," rmtten by Assistant Professor Paul 
A. Samuclson, Massachusetts Institute of Technology. 

Pennission has kindly been granted to use parts or all of 
articles or addresses published elsewhere. These include the 
following: "Economic Progress and Declining Population 
Growth," American Economic Review, Supplcuient, March, 
1939: "Extensive Expansion and Population Growtli,” Jour- 
nal of Political Economy, August, 1940: “The Dynamic versus 
the Circular Flow Economy," an address delivered September 
17, 1940, at the Bicentennial Celebration of the Founding of 
the University of Pennsylvania; "Price Flexibility and the 
Full Employment of Resources,” The Structure of the Ameri- 
can Economy, Part II: Toward Full Use of Resources, Na- 
tional Resources Planning Board, 1940; "Monetary and Fiscal 
Controls in War Time," Yale Review, Winter, 1940: "Defense 
Financing and Inflation Potentialities,” The Review of Eco- 
nomic Statistia, February, 1941: "Some Aspects, Ncar-temi 
and Long-teriu of the International Position of tlie United 
States" (joint author with A. R. Upgren), American Economic 
Reviav, Papers and Proceedings, February, 1941. 

Finally, my sincere thanks and appreciation arc due Miss 
Virginia Coughlan for her highly cflicient secretarial work in 
the preparation of the manuscript and in seeing it through the 
press. 




Pari One 

TOWARD AN UNDERSTANDING 
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Chapter I 

THE THIRTIES VIEWED AGAINST 
THE BACKGROUND OF 
EARLIER CYCLES 


r riHE Great Depression, beginning in 1939, which had 

I only partially been overcome, at any rate in tlic United 

JL Stales, by tlic end of the thirties, has been characterized 
as somctliing quite unique in tlic long history of business cy- 
cles. To be sure, in a sense every cycle is unique and has special 
characteristics of its o^hti. When, however, it is said that tlic 
Great Depression w.is a unique phenomenon, something else 
is meant Uian tlic ordinary degree of variation in duration and 
depth which we find fioui cyde to cycle. 

There is not, however, unanimity of opinion among busi- 
ness cycle students with respect to tlic uniqueness of the Great 
Depression. There are those who hold tliat the severity of this 
depression and tlic difficulty of overcoming it fit quite well 
into the general scheme of cycle development over tlie last 
one hundred and fifty years. 

Whctlicr the Great Depression was indeed unique or not, 
it is at any rate true that it ivill be much better understood if 
it is set off against the backgiound of tlic history of business 
cycle movcnicnts. To do so, it is necessary to differendate vari- 
ous cycles or wavelike movements in tlic process of modem 
economic development. 

Whether these movcinents may strictly be characterized as 
cyclical is at least dcbatoble. Some would defend the use of 
die term "fluctuations’’ as more accurate, since the movements 
of output, employment, and prices vary so greatly from dme 

'3 
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to time and are highly inegniaT. On the other side, those who 
run to abstract theori^^ng, and desire as far as possible to fit 
concrete data into a mold or patteiXi, will be inclined to search 
Cor gi eater regularity in die movements than can properly be 
described under the teim “fluctuations.” And, indeed, the 
data lend a good deal of support to this point of view. It is, at 
any rate, a reasonably defensible proposition that tlie move- 
ments of industry and business run in cycles sufficiently regu- 
lar so that, within limits, a period may be assigned to their 
duiAtion. Moreover, the analysis of the cycle gives sliong 
suppoil to the view that a movement, once started in one 
direction, t'^nds to cumulate and giow siionger and stronger 
up to a cciiitin point beyond which the gcneiating forces 
wpaken until a reverse movement finally develops in the op- 
posite direction. If this is true, the movement is wavelike in 
rharactet, and not meiely an enAtic fluctuation. 

Into this discussion on which there is an extensive litera- 
ture— -we shall not enter. We shall follow the view that eco- 
nomic development does run in cycles. We believe that there 
is suffinent justification in the historical and statistical record, 
supported by the theoretical analysis of the cumulative proc- 
ess, to waiidnt this assumption. ” 

(The upward and downward movements, which together 

airiarr“l"fl “'■’"'only believed to be mainly 

^oaated with fluctuauons m the volume of real investment^ 

Iliif reaUnyestment and financial invest-'^ 

ment When one purchases a share in a corpoute enterpri Je d- 

a bond or a mortgage, one is making a financial inv^UuLT 
When one. however, builds a house or a facto^ of 
chine, one is making a real investment. Real inv^nfnf 

of -.oui,! good, «,d -Sf";?"' 

atesoue, to te ido„*Ji. Mo?™ 7^*'“ 

foocdoo b»h td ,00, incotoo ^ ^ * 
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real incoinc or output differs from employment by reason of 
changes in productivity^Cyclically, Iiowcvcr, the three move 
more or less in consonance, tliough the trend movement is 
likely to differ considerably under varying circumstance^For 
certain problems it is extremely important to differentiate 
sharply between them. But frequently in discussing economic 
flttctuations or qclical movements all tliree may be regarded 
without serious ciror as moving together, whether in the up- 
swing or in the downswing. Tliis is particularly true for the 
short-run movements but less true for the longer-run devel- 
opments. 

We have noted tliat the upswing and doivnswing move- 
menLs of income, output, and employment are mainly diar- 
acterired by fluctuations in the rate of real investment. It is 
true, as tre shall develop Later, that the fluctuations in income, 
output, and employment involve more than fluctuations in 
real investment alone. Consumption also rises and falls avitli 
the cycle movement, but less violently proportionally than 
the rise and fall of real investment. Moreover, consumption 
rises or falls, in large part. In response to movements in real 
investment, though to some extent, .as we shall see later, these 
movements arc of an independent character unrelated to die 
movcmcnls of real investment. 

We distinguish re.!! investment from consumption in a 
more or less arbitraiy manner, though following conventional 
icjininology. By real investment we mean the purchase of 
capital goods, by which is usually meant; (i) produccis’ goods, 
including (.a) industrial, public utility, commercial and finan- 
cial plant and equipment. and (b) inventories of stocks of goods 
in process or held for future sale; and (s) consumers' capiul, 
including (a) rcsidcnti,al building and (b) public works of all 
kinds, such .as public buildings, ro.ids, and the like. 

In consumption we include purch.Tscs of: (a) pcrsDn.al serv- 
ices, (b) nondurable consumption goods, such as food and die 
like, (c) scmidurablc consumcn’ goods, such as clothing, and 
(d) durable consumers' goods, such as automobiles and house- 
hold equipment. 
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Tlie most general, all-inclusive statement of the essential 
rharacter of cyclical movements is that they consist ^ ' 

crease or decline, as tlie case may be, m ‘S 

investment goods and of durable consumers pods as denned 
above. While the role of durable consumers goo^ plays an 
inaeasingly important part, it is nevertheless still true, and 
formerly almost exclusively so, tliat the causes of business fluc- 
tuations are to he found mainly in the factors uhich bnng 
about a rise and fall in the rate of rral investment. This analy- 
sis will he developed with die necessary qualifications in subse- 
quent chapters. 


Major and Afinor Cycles 

Quite commonly, particularly in America, the tcuo ‘ busi- 
ness cycle" is applied vdth reference botli to what is called the 
minor cycle and to die major cycle. And with respect to die 
teitti "depression," equally the tcim is applied both to minor 
recessions and to major depessions. In Europe, when the 
business or trade cycle is spoken of, reference is usually made 
to what we c;ill the major cycle. 

On the whole it is, we think, prcfcirtblc to conccntrnlc at- 
tention upon the major cycle in business cycle analysis. But 
it is not possible in doing so to overlook die fact that, particu- 
larly in the upswing phase of die major q’cle, there regularly 
occurs, especially in American experience, one or sometimes 
two inteiiuptions to the upswing movement. In seven of tlic 
fifteen major cycles in the period from 1807 to 1937 dicrc 
were two minor recessions, and in eight of die major upsivings 
there was one minor recession. Since 1883, out of six major 
cycles two were interrupted by two minor recessions and four 
by one minor recession.^ 

The major upswing, as we liavc already noted, can be char- 

1 The figures given in this ehaptcr on Uie number ol cj-dcs. major and minor, 
are bawd on the data in W. C. MUdicll, Biutnen Cycia, the Problem and Its 
Setting, National Bureau ot Economic Kcscarch, igs7, Cbiptcr IV: W. M 
FeiSuns. Forecasting Business Cycles, John Wiley and Sons, loii; ’and" the 
Cleveland Trust 
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actcri 7 cd essentially as an expansion in ilic rate of real invest- 
ment. For liie purpose currently at hand, it is most useful to 
classify real investment into die two categories suggested 
above: (a) inventories of commodity stocks and (b) real in- 
vestment in fixed capital, including plant and equipment, 
housing and public construction. IVhen an upsurge in real in- 
vcsimcnt occurs, it is not unusu.-il for the spurt in inventorj' 
accumulation to run ahead of the normal requirements indi- 
cated by the rising trend. ^Vhen this is the case, sooner or 
later a temjwrar}' saturation in inventor^' accumulation de- 
velops, leading to an inventory recession. Not infrequently 
the minor setbacks experienced in the major upswings may 
be citaracterired as inventory recessions. But sometimes other 
situations may initiate or .aggiavate these minor recessions. 
Thus, for example, in the beginning of the major upswing it 
may be that large investment in improved nuacliinery occurs 
and that after a time a temponny saturation is readied in this 
type of investment leading to a recession. The general buoy- 
ancy of the u jiswing, however, soon starts the economy upward 
again svith a furtlicr burst of real investment after the tem- 
poraiy sctb.ick thus sustained. Sometimes special situations 
arc partly responsible for minor recessions, sudi as critical 
international developments, labor disturbances, or even spe- 
cial factors having to do with major industries, siidi as tlie 
Ford shutdown in 1927. Regularly, however, inventory move- 
ments play an important role. 

It is to be noted that very rarely do minor upswings inter- 
rupt the downturn of the major cycle. One notable case, how- 
ever, was the temporary recovery which occurred in 1895 in 
the major downswing from 1893 to 1897. Following diis very 
brief recovery, the economy continued doivnward in a deep 
and prolonged depression. There are very few other clear 
eases in our history of a temporary’ upturn in llie period of 
the major downswing of the business cycle. There are, hosv- 
ever, the brief rccos'eries of 1818, 1828, and 1841, all of tliem 
coming in the period of the long, dilTicult readjustment after 
tlic Napoleonic IVars. About tliis period we shall have more 
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to say later in connection with a discussion of die so-called 
"long waves.” For the most part, the minor cycle in American 
experience has appeared in the form of a temporary recession 
in the general upswing of the major cycle. 

It has been suggested (and to some extent this view is tena- 
ble) that both the Great Depression from igag to 1932 inclu- 
sive and the recovery from 1933 to 1939 follow a pattern 
which is fundamentally similar to other cycles. This is not 
to say, however, that those who advance this view would neces- 
sarily argue that diere is implied in such concspondcncc any- 
thing in the nature of inevitablencss about the course of the 
cycle development, whether in the downswing or in the up- 
swing. Indeed, it is highly probable that wiser and sounder 
public policy could have modified very greatly the develop- 
ment both in the depression and in the recovery phases. What 
IS true is that the experiences of this decade certainly become 
more understandable if we set tliem out against the back- 
gi^d of the histoiy of earlier American business cycles. 

One generalization stands out very clearly from Uiis record 
^ne which apparently has been lost sight of in the current 

r.™ 'I’nf recovery movement 

Uom 1933 on. The generahration referred to is the hiirhlv 

im^ranrerh P’^olongcd upswing period has been 

mtenupted by mmor recessions. From tlie record of past 

experience it is clear that a continuous upswint^ has 

swing represents a discon tinuo Js, icrkJUurt in\r“^'”^ 
real investment- that thf. 

pioceeds by fits and starts Partirni^T”°" investment 

veS.*'”*'" “ ^ «aK in- 

^le has had M aTe^JeTurSro?^^^^^^^ 

Thus, horn ime to iqsl there Ycars. 

/as u 1937 mere were seventeen cycles of an 
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average duration of 8.35 years. In the hundred-year period 
1837 to 1937 there were uvelve major cycles of an average 
duration of 8.33 years. In the eighty-year period horn 1857 to 
1937 there a-erc ten major cycles of an average duration of 
8.0 years. And in the period from 1873 to 1937 there were 
eight major cycles of an average duration of 8.0 years. 

Since one to two minor peaks regularly occur betw'een tlie 
major peaks, it is clear that the minor cj-cle is something less 
than half the duration of the major cycle. In the one hundred 
and thirty-year period 1807 to 1937 there were thirty-seven 
minor cycles with an average duration of 3.51 years. In the 
ciglity-ycar period from 1857 to 1937 there were twenty-three 
minor cycles with an average duration of 3.48 years. And from 
1890 to 1937 there were fourteen minor cycles witli an aver- 
age duration of 3.36 years. 

The major q’cles vary in length from a minimum of six 
years to a maximum of twelve years, tliough with rare excep- 
tions they fall tvititin the range of seven to ten years, the aver- 
age being slightly over eight years. The minor cycles have a 
range of from a minimum of two years to a maximum of six 
years, though tiicy usually fall within tJic range of tlirec to 
four years, with the average slightly over tlircc and one-third 
years. 

Building Cycles 

But there arc other factors, altogetlicr aside from those 
which bring about the temporary interruptions in the broad 
sweeps of tlic major cycle, whicli profoundly alter the course 
of its development and influence tlic intensity and violence 
both of the upswing and of the downswing. One of the most 
important is one that, strangely enough, has been greatly 
neglected in the analysis of business cycles. And this factor is 
of peculiar significance for us, for it has an important bear- 
ing upon an undersuinding of Uic Great Depression of tlie 
nineteen-thirties. 

The factor to which we refer is the fluctuation in building 
construction. This follows, in large measure, a wavelike move- 
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ment much longer than the major business cycle. Notable 
studies have been made by Riggleman, Newman, Long, and 
the Federal Reserve Bank of New York City of building con- 
struction, both residential and nonrcsidcntial.^ Riggleman’s 
study extends over a century from 1830 to 1935 and covers, in 
the earlier period, three cities and, in the later period, sixty- 
five cities. Long’s study covers the period from 18G.} to 1934 
and includes twenty-nine cities. Newman’s study is for seven- 
teen cities and covers tlie period 1879 to 1934, while the study 
of the Federal Reserve Bank of New York City covers the 
years 1877 to 1934 and is for seven of the leading cities of tlie 
United States. All of tliese studies relate cither directly to vol- 
ume or to the value of building corrected for price cliangcs. 

From these studies it appears, according to tlie American 
experience, that building construction over the last hundred 
years has followed a fairly regular cyclical pattern. The Rig- 
gleman study reveals six building cycles from .830 to 1934. 

and Riggleman reveal four cycles from 1864 to 1934, with 

''ilh 

average Quration of i 8«7 Years whilp tiia r 

where between seventLn^nd eStetn^ averages some- 
most precisely twice the leneth ofth length, or al- 

Question may be raised whv 
have a cycle of its oivn Hifferem ScnJth 
lor business cvrle in tL;, ^l^at of the 1 


ma- 


jor business cvcle Tn th- from that 

Oy. John Wiley and So^ Duildmr /„*„ 

S.orioKe^, ®T“‘ 

-LPrin L Iht Tlieoiy 0 / 7nv^! 
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production, which fits neither the minor cycle nor the niajor 
business cycle, of about two years' duration; that there is a 
cycle of hog production of about three to five years; and, in- 
deed, a cycle of greater or shorter duration in the production 
of several of the more important domestic animab. 

The corn-hog cycle, for example, has been explained by the 
interrelation of the price of com and the price of hogs. When 
there is a large production of com, and feed pi Ices are low, 
fai iiiers find that it is desirable to produce more hogs, but it 
takes some time to make the decision and some time to raise 
tlic new hog Liop, Thus, after an intei val an excessively large 
supply of hogs appears on tlie market, causing a low pilce of 
hogs in relation to the price of com. Thereupon, the farmers 
conclude that it is better to sell the com in die market and 
raise fewer hogs. Again, it takes some time to make the deci- 
sion and to adjust the hog crop to the new price situation, and 
after a lag a relative shortage appears in hog production, caus- 
ing a high price of hogs in relation to the price of com. Thus, 
in the lag of reaction of producers to the market situation one 
finds the explanation of the hog production cycle. 

In somewhat similar fashion one may advance a tentative 
explanation of die sevcntcen-cightcen-ycar cycle of building 
construction. Wc shall apply the argument particularly with 
respect to residential building, though the same analysis holds 
in large part for odier kinds of construction. Let us suppose 
that residential building has for a period been depressed and 
that incieasingly rental space is becoming scarce. Rents thus 
rise. But it takes some time before the building industiy is 
sufficiently convinced of the pcimancncc of the higher rents 
to be stimuiated into activity. Moreover, the building indus- 
try by its very nature cannot be set going on a large scale sud- 
denly. In a period of building degression many contractors, 
particularly the smaller ones, have gone into other industrial 
activities, and the same is true of the skilled workmen. It fol- 
lows that it takes consideiable time to reemit a sufficient num- 
ber of new entiepreneurs and skilled laborers to develop con- 
struction on a large scale. Once expansion is under way, the 
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construction continues so long as the rents appear favorable. 
Structures and plan<! are in process which cannot be com- 
pleted for many months, and sometimes even years, after it 
appears that the rent situation, owing to the inaeasing surplus 
of available houses, is becoming less favorable. Thus, the ad- 
justment of the supply of houses to the demand for houses 
takes place with a very considerable lag, and this, it appears, 
accounts in part for the cyclical movement in residential 
building. 

The fluctuation in rents resulting Lorn the Failure of quick 
adjustment of available housing space to the number of fami- 
lies seeking accommodations is the major cause of the fluctua- 
tion. There are, however, other factors which have a bearing 
on the building cycle, including fluctuations in the cost of 
building, availability of investment funds, changes in the na- 
tional income, rhan^ in the rate of urban population giowth, 
and general pessimism or optimism with respect to the lone- 
run future.* 


Some of these factors are themselves affected by the build- 
ing cycle itself and, therefore, are in part caused by, as well as 
causes of, the building cycle movement. Thus, as building con- 
stiuction increase, the cost of building is advanced by reason 
of activity in the indusuy. And the ever-mounting cost is itself 

of building operations. 
Mwh the same may be said about the availability of real- 
atate investment funds. Moreover, changes in the^ national 
income are. in part, affected by the building “ck and o^n 

actinamanner to reinforce and accelerate theupswingorS 

downswing of constructional activity. ^ gorine 

« **= bulling cycle on the avemse 

K almost exactly twice as long as the majlr business cvd^ It U 

»cf. I.S ^"«n«s 

bibHcg.^phy® d«<i 
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c}'clc. On the coniniry, American experience indicates tliat 
wilii a liigli degree of regularity every other major business 
boom coincides roughly with a boom in building construc- 
lion, while the succeeding major q-clc recovery is forced to 
buck up against a building slump. In die former ca<e the peak 
of the building boom usually antedates the peak of the major 
q'cle. 

The jieriods of the six building qxlcs of the last hundred 
years arc as follows: 


Tatox 1 



Low 

High 

Low 

Cycle 1 

1830 

183C 

>843 

Cycle 2 

> 8-13 

>853 

1864 

Cycle 3 

18G.] 

1871 

1878 

Cycle 4 

1878 

1890 

1900 

Cycle 5 

1900 

1909 

1918 

Cycle 6 

1918 

1925 

»934 


The m.ajor depressions which coincide widi a sharp curtail- 
ment in building construction following pronounced booms 
arc .is follows: 1837, 1857, 1873, 1893, 
noted that everj' one of these depressions w.is of unusual se- 
verity and duration. This is precisely what one would expect. 
If temporary saturation in other foi ms of real investment coin- 
cides witii a temporary saturation in investment in building 
structures, it is reasonable to suppose that the total decline in 
real investment will be far greater ilian would otlicnvise be 
the ease. Moreover, since it takes longer to overcome the tem- 
poral' saturation in building construction — indicated by the 
average length of the downswing in die building cycle, eight to 
nine years it is not dilTicult to see that recover)’ of general in- 
vestment activity is made more difTicultso long as buildingcon- 
struction, which has always been such an enormously impor- 
tant industry in American life, is declining or running along 
on a very low level. Tims, tltc depressions which have fallen 
in the interval of the construction downswing are typically 
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deep and long. And the succeeding recoveiy is held back and 
retarded by the unfavoiable depressional influence from the 
sliiinp in the building indusUy. 

With respect to the Great Depression of the thirties, it is 
worthy of note that the constructional boom of the twenties 
was the gieatest in our history and that the precipitate decline 
in building after igaS exceeded that in any earlier period. The 
only earlier building construction boom which at all ap- 
proaches that of the nineteen-twenties in magnitude, relative 
to the then prevailing site of the economy, was that from 1843 
to 1853; the subsequent decline was, however, considerably 
less serious than that experienced in the thirties. 

The major depressions which have fallen in the periods 
when building consu action was on the upgiade, or about to 
revive, are as follows; 1847, 1864, 1883, 1900, and igao. It is 
a notable fact that each of these depressions was relatively 
short in duration and did not fall to any extreme depth. This 
also conforms tvith what one would expect. If the depression 
of the major business cycle occurs at a time when building con- 
s^ction is reviving, it is reasonable to suppose that the de- 
fine in general business activity will be cushioned by this 
fact, md that the moment loices maVing for revival appear, 
mch forces will be powerfully reinforced and suengthened 
^ e upsurge of building activity. The succeeding business 
ho^ IS poweifully reinforced by a suong building boom, 
hav n "'Mot business cycle depressions which 

and included m the above analysis those of 1 907 

9 3. The 1907 major depression coincides with a down- 
chewed acuvity. vihich, however, was quickly 

nounced boom but only as a period of mode!! busC 
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prosperity. The rccove.y after tlie 1913 depression was, of 

^ of the first World 

War. The generally sustained high level of building activity 
during the inten-al of both tlicse depression periods, however 
doubtless helps to explain tlie fact that botli depressions were 
rciau’vciy mild and short lived. It is, of course, true that after 
the war began building construction fell to a vciy low level, 
reaching bottom in 1918. But investment expansion in other 
directions, stimulated by the s-ast war exports, caused tlie pro- 
nounced svar boom. 

It is reasonable to suppose that the most important single 
explanation for the speed of tlie recovery horn the igsi de- 
preaion w.is tlie phenomenal upturn in building construction 
whicli began in 1921 and which rose to an unprecedented 
crest in 1925 and remained at an extraordinarily high level 
until 1928, when a drastic curtailment of constructional ac- 
tivity set in. No explanation of tlie boom of the twenties or 
the severity and duration of the depression of tlie thirties is 
adequate which leaves out of account tlie quite extraordinary 
record in building activity. Probably at no time in our histoi / 
had ivc reached as complete a temporary saturation in build- 
ing construction, including apartment houses, residences, of- 
fice buildings, and other commercial stnicturcs, as was the case 
in the late twenties. Under tliesc circumstances it ivas to be 
expected tliat it would take a long time to work through this 
period of oversaturation. 

It is thus apparent that it is not possible to give an adequate 
analysis of the major business qxle (of eight to nine years’ 
duration) witliout taking account of the impact on that cycle 
of the longer qcle of building construction. This factor is one 
of tlie most profound of tlie various influences ivhich cause 
one major business cycle to differ from another. And in this 
factor we arc able to sec against tlie background of Mrlier 
American experience a part of the cxpLination of the severity 
of the Great Depression starting in igeg. 

The role of tlie construction cycle in the boom of die twen- 
ties and die depressed conditions of the diirties is strikingly 
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revealed when one compares real investment in fixed capital 
in the high prosperity period 1933-29 with the partial re- 
covery years 1936-39. We include in fixed capital: (1) pro- 
ducers' equipment, (2) plant, (3) housing (including private 
nonpiofit construction), and (4) public construction. The 
record is as follows: 

Table II 

Average Annual Rtal [nveslmcrit * 


(in billions) 



rpS6-sp 

zps^-sp 

Equipment 

$ 4-3 

$ 4-8 

plant 

*■9 

3-9 

Housing (plus nonprofit) 

1.9 

5.1 

Public Construction 

3-3 

2.1 


Investment in producers’ equipment was $4.3 billions an- 
nually in 1936-39, vei y nearly equal to the annual investment 
of $4.8 in 1933-39, Considering the lower price level of 1936- 
39 i the real investment ivas at least equal to tliat of 1933—29. 
The failure to arhieve full rccoveiy was not due (at least not 
to any apprefiable extent) to inadequate expenditures on new 
equipment. 

The next two categories reveal clearly where the deficiency 
lay. Investment in producers’ plant amounted to only I1.9 bil- 
lions annually in 1936-39, compared with §3.9 billions in 
^a 3 r- 29 ' Plant investment was down $3.0 billions per year. 
Housing ^eiaged Ji.g in 1936-39. compared with §5.1 in 
1923 29 - The shortage here amounts to ilie vast figure of $3.2 
billions per annum. Together, private construction of plant 
and housing ran annually $5.2 below the 1923-20 level It is 
in ihu, area that one must find the explanation fo? the incom- 
plete recoveiy of the thirUes. 

The building cycle which we have been considering is of 
coune, nothing more or less than just tlie cycle in Se con- 

and Suplcmbcr. ,933. 



the thirties jy 

siniction of plant and housing. According to our ccntury-old 
experience with the building cycle, we should expect a slump 
in housing and in plant construction in tlie first rccoveiv 
period following the intense constructional boom of die twen- 
ties. From tin’s standpoint we could have expected, quite apart 
from the war and tlie defense progiam, diat die major recov- 
ery of the forties would have made a more favorable record 
than dial made in the thirties. 

'Tlie construction armc in which the highest saturation was 
reached in die twenties were also the ar/'-->« most depressed in 
the tiiirties. Office buildings and housing are leading exam- 
ples. \Vith respect to railroad plant, it is to be noted dial ex- 
penditures in this area rose progressively (with a very slight 
recession in 1925 and 1927-28) to the peak of die boom, and 
even continued (despite the growing cnuoachment of trucks) 
into the depression, reaching die highest point in 1930. Simi- 
larly, investment in electric power plant, after a modciate 
decline from the 192,] peak, rose again in 1929 and even in 
1930. Despite a sharp decline in electric power output in 1930, 
plant opacity was greatly inaeased. Installed capacity of plant 
and equipment remained far in c.xccss of current output re- 
quirements for sevcr.1l years. Not until die relatively high elec- 
tric power production of 1936 and 1937 was c.ap.acity suffi- 
ciently utilized to justify further large capital outlays. Thus, 
die thirties oiler a conspicuous illustration of die prolonged 
saturation following a high constructional boom— the basic 
factor in the long building q'cle. 

The So-called "Long Waves" 

But there arc still other factors of a long-run character 
which influence the m.ijor business cycle and which help to 
explain the depressed thirties. Many writers, including Kon- 
draticlf, SpictholT, Mitchell, Thorp, Schumpeter, Woytinsky, 
Ciriaq' ^Vantrup, and others, have noted the important fact 
that the past experience of the Western world indicates pro- 
longed periods of relatively good times, extending far beyond 
die boundaries of die major business cycle and even of the 
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builHing cycle; and similarly prolonged periods of more or 
less chronic depression, within which, however, the swings of 
the business cycle occur. In the long periods of good times it 
has been noted that the upswing of the business cycle is vigor- 
ous and reaches high levels of activity, while the downswing 
phase is of relatively brief duration and comparatively easily 
overcome. The long periods of good times are apparently 
periods in which there is present a strong undercurrent of 
buoyancy, a powerful upsurge in investment activity, inter- 
rupted, to be sure, at fairly regular intervals by more or less 
severe depressions. In the long periods of chronic hard times, 
on the contrary, it has been found that depressions arc regu- 
larly deep and prolonged and that recoveries are weak and 
anemic and fail to reach a level of reasonably full activity. 

^ong the characteristics which, from tlie statistical stand- 
point, most clearly distinguish tliese prolonged periods of 
good times and bad times are (a) secular movements of prices 
and (b) secular movements of interest rates. Always in the long 
periods of good times the trends of prices and interest rates 
are upward, while in the long periods of hard times the secu- 
lar movements of prices and interest rates arc downward. 
Some rratem have sought to find in these phenomena the 
causal explanation. It is, however, more probable tliat the 
° pwces and inteicst rates are indicators register- 
ing the impact of the deeper factors which cause the periods of 

^ period, a. »d "SS!' 

long periods of hard times,\t any rate do nof ^ 

^te decline in production, though they 1 reveS L? 
and inteiest rates. The trend of •, tailing prices 

O.™ eominoe. » “• 

tarded rate ® ^ ^ somewhat re- 

The periods of prolonged hard Hmes are regdarly assod- 



TIIE THIRTIES 


*9 


atcd with an exceptionally large amount of unemployment. 
Indeed, much convinciug data rvitli respect to these periods 
arc to be found in social and labor history.' The periods of 
hard times arc regularly periods of profound social unrest, of 
revolutionary movements designed to cure by more or less 
drastic procedures the social structure which caused or per- 
mitted such v.ist unemployment. A part of the political turbu- 
lence of these periods is, to be sure, to be explained in teniis 
of the increasing weight of debt in view of falling prices. To 
this extent, the movement of the price level must be regarded 
as, at any rate, an intermediate causal factor intensifying the 
social and political disturbances commonly encountered in 
these periods. It is, however, necessary to look deeper into tlie 
underlying factors and to ascertain die fundamental causes 
of tJie gencr.ll price decline. 

IVithin these long periods of good times, on the one side, 
and bad times, on the otlier, there occur, modified however 
as iudicitcd above, the more or less regular strings of the major 
business cycle, ilic temporary recessions of the minor cycles, 
and also ilic more or less regular swinp of tlic eighteen-year 
building cycle. But since the long periods of buoyant pros- 
perity or chronic depression extend beyond any of tliese phe- 
nomena, tlicrc is reason to suppose that there are other hictors 
which have not been fully taken account of in the discussion 
either of the major and minor business cycles or of the build- 
ing q-clcs, . 

Some wTiters have referred to tliese prolonged periods of 
good and bad times as "long tvaves." IVhether or not it is ap- 
propriate to do so cannot yet be established in view of the 
fact that the record reveals thus far only three sudi "waves, 
tlie last of which is yet incomplete and, indeed, in some re- 
spects somewhat obscure. It is a fact, however, that as high a 
degree of periodicity has prevailed for these tliree waves ^ 
any whicli we find for tlie major business cycle. Moreover, it 


esce lohn R. Commoiu. el al. Doeumentery History oj Ameri^n Induslrial 
Soeirly, A. If. Clark Co.. 1910-1 1; and also John R. Commons, History of Labor 
in Ihe ’uniled States, Macmillan, 1918. 
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is a tenable hypothesis that the process oE economic develop- 
ment tends to run not only in teiins of tlie regular business 
cycle movement, but also in tenns of these long waves. Indeed, 
as also with the business cycle, each phase of these long waves 
tends, in some measure, though we think less clearly than with 
respect to the business cycle, automatically to develop into the 
next succeeding phase. 

The dates usually assigned to these periods ‘ of preponder- 
antly good times and bad or “long waves," if this teiin 

is prefeiied are approximately as follows: 


Good Times 

1787-1815 

1843-1873 

1897-1920 


Bad Times 

1815-1843 
1873-1897 
1920- ? 


It is interesting to note that in each of the long periods of 
good times there developed four major recoveries and three 
major depressions, while in each downswing there occurred 
two major recoveries and three major depressions. The turn- 
ing point both at the top and at the bottom of tlie "long waves" 
coincide with the turning point of a major business boom or 
depression. This may be represented schematically as follows: 
If one measures the average duration of the three complete 
business cycles which occurred in each of Uie-long periods of 
good times, one gets the following results: 6.67 years for the 
major business cycle in the first long period of good times, 8.67 

han?V penod and 6.67 for the third. On the other 
hand, if one measures tlie tivo complete major cycles in each of 
d.e of protajed o^^B te 

diatiefl. "Dta l^ngen Wella, W- N- D. Kon- 

«n<l SoixalpoUtik, Dcf-...ber, .g,6 (tr-mlated inlbriLJ? f 

Ha.cuurt, Brace and Co., 195s, Chapter Vl. Unbalanced World, 
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results; eleven years for the major business cycle in tlie first 
period, ten years for the second period, and 8.5 years for the 
third period. Tlius, it is evident tliat on the average the major 
cycle in the long periods of good times had a duration of 7.3 
years, while on tlie average die length of the major cycle in 
die long hard times was f).8 years. 

Just ns the major business q'cle has not always been com- 
pletely synchronous in the various industrial countries, so 
also it is not ahvays possible to fit all countries neatly into the 
intervals designated as long periods of buoyant expansion or 
prolonged bad times. For die most part, however, the experi- 
ence of different countries confoiuis with die periods outlined 
above. Willi respect to the current phase, the thesis is perhap 
defensible that for the western European countries the eco- 
nomic development from igso on jtisdfies characterizing it as 
the beginning of a prolonged period of hard times. With re- 
spect to the United States, however, in view of the high pros- 
perity of the twenties, it is difficult to justify placing the 
United States in such a category. There is, however, die un- 
doubted fact, of ivliich cognizance must be taken, that the 
decade of the twenties was prcpondciandy a period of hard 
times for agriculture. From the standpoint of employiiient in 
urban industry as a whole, the twenties must clearly be char- 
acterized as a decade of preponderantly buoyant prMperity. It 
is possible that the most reasonable classification is to make 
1920 the turning point for the European countries and 1929 
die turning point for the United States. 

On balance, sve believe it is a defensible thesis, though cer- 
tainly not proven, iliat die basic underlying economic condi- 
tions from 1920 were relatively unfavorable, but that special 
factors growing out of the first World AVar, along widi cermin 
technological developments especially favorable to die United 
States, differentiate the experience of our country from that of 
wcstcia Europe. Moreover, with respect to certain European 
countries the underlying unfavorable economic factors were, 
even in the period of the twenties, in some measure offset by 
deliberate governmental intervention stimulating economic 
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activityj^ventiifilly, out of the depth of the Great Depression 
and the heightened in tei national tendon incident thereto, 
sprang the enormous military expenditures preparatory to the 
iggg European War.") 

Whether or not the future economic development will jus- 
tify any continuing classification of periods into eras of good 
times and bad times only the future can reveal. For one thing, 
the strong impact of governmental intervention in recent dec- 
ades may vitiate any such classification. On the other hand, it 
is too early to say precisely what will be the impact of govern- 
mental intervention upon even such long-run tendencies as we 
are here discussing. After the first World War there were those 
who argued that the intervention of new central bank tech- 
niques and other governmental policies made it quite impos- 
sible to speak any longer of the movements of the business 
cycle. This con ton don, thus far at any rate, appears not well 
founded, and it may be that we need similarly to postpone any 
hasty decision with respect to the impact of goveiiimental 
policy upon longer-run fundamental economic forces related 
to etas of buoyant prosperity and chronic depression which 
transcend the shoiler movement of the business cycle. 

Three major explanations have been offered for these long 
pcnods of good and bad times. One nms in teims of technolog- 
’""ovations, exploitation of new resource^ 
adtto^Tt of new teuitory. This explanation has been 
si^nd ^ ^PKthoR. Wicksell, and Schumpeter. A 

second explanation runs in tetms of war. This explanation 

<955. 1“*’" Waey .nd Son., 
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• W. W0)..in,ky, l„u..^„o„alc Hrtong d.r 
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According to tJic first tJicor)-, ilic periods of prolonged good 
times arc periods in which there is a favorable underlying 
basis for the giowth of real investment in the development of 
technology, innovations, and the discovery of new resources. 
In such periods, it is said, tlic pace of technological progress is 
accelerated far beyond what may be expected fiom the usual 
run of multitudinous inventions, each of relatively small 
significance. In the long periods of good times quite revolu- 
tionary new techniques arc introduced which profoundly 
change the character of the whole economy. In the periods 
of the prolonged hard times these c.xcepiional technological 
developments arc damped down or nin out. The great invest- 
ment opportunities c.xploitcd in die preceding period of good 
times arc now largely exhausted. General technological im- 
provements of a less profound character are, to be sure, going 
on, giadually raising the nroductivity of labor and increasing 
the real income. Indccd.(thc great technological advance and 
die VTist real investments completed by die end of the long 
period of good times become die foundation upon which an 
adrancing real income is projected into the succeeding period 
of preponderantly hard limcs^jThe rise in income experienced 
in this period is a function of the higher productivity of the 
factors of production achieved by die technical advance of die 
preceding period, but the prcpondciance of hard times re- 
veals itself in a marked degree of unemployment and in the 
failure of die upswings of die major business cycles to reach 
a condition of full economic aedrity. _ , t ■ 

Professor Schumpeter, with his emphasis on die role of in- 
novations, ^ixplains the prolonged good times of the first long 
wave by die emergence of the Industrial Revolution and the 
first long period of hard times by the readjustments and adap- 
utions necessary once this new structure had become more or 
less fii.nly incorporated into die economic system. The second 
period of buoyant good times he explains by the admittedly 
new revolutionary technique which perhaps more than any- 
diing else has profoundly altered the character of modeiu in- 
dustrial civiliration. namely, the railfoad. There can be no 
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question that the development of the railroad opened up vast 
real investment outlets tliroughout the ^Vcsteul world, and 
tliat this gave a continuous upward push to the economy, mak- 
ing every burst of investment associated with the major busi- 
ness Lycle a pronounced and strong one and tending to weaken 
the forces making for depression. In the last quarter of the 
nineteenth centuiy, however, came a sharp decline in the rate 
of growth of die railroad industry. The third period of pro- 
longed good times Professor Schumpeter explains by the emer- 
gence of the elcctiical, chemical, and automotive industries. 
IVicksell, in his famous Chapter XI in Interest and Prices, 
published in i8g8, emphasized fundamenuilly die same tech- 
nological factors which arc heavily relied upon in Professor 
Schumpeter's explanation. Spicthoif similarly stresses tcdi- 
nological developments in his analysis. 

^ The view that these periods of prolonged good times 
("Aufschwungsspanne") and bad times ("Stockungsspanne”) 
have been caused by ware has been most effectively presented 
by Ciriacy Wanmip. According to this analysis, the long 
periods of good times arc basically caused by the v.ist govern- 
mental expenditures relating to preparation for war and the 
war Itself, while on the otlicr side die periods of chronic hard 
tunes are caused by the difficult readjustments incident to the 
sharp curtailment of srar expenditures. The best msc for this 
thesis ran probably be made out for die first so-called long 
wave. The long period of the Napoleonic Wars, the rast gos- 

which th«e expenditures gave to die changes in die economic 
^stem ushered in by die Industrial RcvLiion all indicate 

Mmil* wTe considerable role, 

with fuctailmcnt of expenditures, together 

justed Itself to war conditions. gocs\r to exn'hi? 
the middle forues. A much poorer case can bp r 
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that in tlie “AuEsdiwungsspanne” (' 843-73) there occurred a 
number of important wars at vanous intervals, including the 
Crimean War, the American Civil War, the Danish-Pni'isian 
and the Auslio-Prussian Wars of the sixties, and the Franco- 
Prussian War of 1871. 

For tlie “Aufschwungsspanne” of the third cycle also the 
case for the war diesis seems relatively weak and would have 
to rely upon the expansion of aimament expenditures, since 
the first World War did not come until the veiy end of the 
long period of good times. At all events, there is much force in 
the contention diat the difficulties confronted by countries in 
westeiii Europe since igao were in large measure related to 
the afteuiiath of the war. 

On balance, it may perhaps be said that, in the "upswing" 
phase of the first so-called long wave, wars occupied a position 
of major importance, perhaps equal to that of the innovations 
introduced by the Industrial Revolution. Each reinforced the 
other, and it is difficult to disentangle die relative potency of 
each factor. For die second "Aufschwungsspanne" it appear 
reasonable to conclude that the major factor was the railroadi- 
zation of the world and that ivars played a relatively minor 
part, ivith respect to both the good times and the pnioing 
period of chronic hard dmes which followed. For the third 
period die most reasonable conclusion appears to be that the 
electrification and motoriration of the Westeiu world played 
by far the dominant role, reinforced toward the end of the 
period by the first World War, and that for the succeeding 
period of economic difficulties postwar readjustments played 
an important role, though it may well be that the adaptation 
of the economic structure to the innovationpl developments 
of the preceding period was of equal signifirance. 

Those who have stressed price fartors in the so-called long 
waves have tended to lay great emphasis upon the effective 
supply of monetary gold, a function, on the one side, of the 
annual net additions to the gold stock from gold produePon 
and, on the other side, of the inweaving volume of trade. 
Those like Cassel, who have stressed rW. analysis have us>ially 
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limited their discussion t"' the period from 1850 to 1913. Ca<- 
sel calculated the effective gold supply by correcting the mone- 
tary gold stock by an index of an estimated rising trend of the 
physical volume of trade assumed to inn ease at a compound 
rate of 3 per cent per annum. He found that the effective gold 
supply lose from 1850 to the early seventies, fell from the early 
seventies to the middle nineties, and rose again to 1 9 ^ 3 * This 
movement conelates closely with the general movement of 
commodity prices and also ivith the dates usually assigned for 
the second so<alled long wave and the first half of the third. 
According to this type of analysis, the price movements are 
caused by the gold movements. 

Gold production is clearly more or less a result of accidental 
discoveries and the development of new mining and refining 
techniques. While these may themselves, to a ceilain extent, 
be related to changes in the profitableness of producing gold, 
they are cetiainly, in laige part, independent developments. 
In addition, it is quite clear that the fluctuation of gold pro- 
duction is, in part, related to the changes in the price level 
ivhich alter the costs of gold production and, therefore, the 
profitableness of producing gold.” From this standpoint, gold 
production may be looked upon as a result of price move- 
ments, and not a cause. Thus, the farther prices fall the more 
profitable it becomes to produce gold, and a progressively in- 
Cicasing stimulus to output develops, so that after prices have 
fallen a certain distance gold production increases more and 
more. There is a lag in the cycle of gold production relative 
to the cycle of prices of about fifteen years. For example, in 
the period from 1873 ^ iQSO one complete long cycle of 
commodity prices Lom peak to peak tliere is a correspond- 
ing cycle of gold production, lagged fifteen years, extending 
trough the period from 1888 to 1935.” Thus, in the period of 
high prices gold production was discouraged, and this in- 
fluence continued on for a considerable interval of time As 


inu.-«ed market or lpp.1 price o£ gold in tcrais of r,ost cur- 
rencies in icctnt years has stimulated gold production. ” 

tiWaiioi and Pp-i»on, op. at. 
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prices, however, fell Lom 1873 on, the impact of this decline 
finally revealed itself in an uptnm of gold production about 
fifteen years later. Similarly, as prices reached bottom in the 
nineties, tlie continued stimulus to gold production carried 
on over a considerable period after prices began to rise. Thus, 
with a lag of about fifteen years gold production followed the 
price movement and from this standpoint may be regarded as 
a result and not a cause of the price movement. 

While it is not possible at this point to go into any extended 
discussion of the theory of money and prices, it may be said 
that the trend of monetary thinking is in the direction of lay- 
ing less stress tlian foiuierly upon the purely monetary factors 
and still less stress upon gold. It is clear that the more credit 
instniments are developed the farther modeiii money is re- 
moved from gold. The development of deposit currency, and 
also the development of central banking, permits a high de- 
gree of variation between the volume of the means of pay- 
ment and the gold supply. There is no longer any close con- 
nection between tliem. But more than that, the trend of 
modem monetary thinking runs in the direction of emphasiz- 
ing the factors which influence fluctuations in total money in- 
come rather than factors influencing the constituent elements 
in the total volume of money payments, namely, the amount 
of money, including demand deposits (M), and the velocity 
of turnover (V). It forces are present tending to cause a rise 
in the money income, the possibilities under modem con- 
ditions of increasing the quantity of money regardless of the 
gold base, or of utilizing any given quantity of money more 
efficiently through changes in turnover or velocity, are so 
ijicat that it may widiin broad limits safely be said that there 
are no serious limits, from the side of the money supply, to 
movements of money income. We must look for other factors, 
notably those affecting the prospective rate of profit, rather 
than limitation or superabundance of the money supply, to 
explain secular movements in income and prices. ^ 

Thus, if technological developments and innovations tend 
to favor a rapid expansion in xeal investment, money incomes 
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may be expected to rise, and the money supply and its utilira- 
tion (MV) may be expected to adjust itself to these conditions. 
If, on the other hand, the underlying technological develop- 
ments are unfavorable to a rapid expansion of real investment, 
money income will fail to keep pace with output and the 
secular trend of prices will be downward. Here again the 
money supply (M) and its utilization (V) adjust themselves to 
the demands of the underlying real factors. Still more obvious 
is the feet that, in periods of vast war expenditures, govern- 
ments, through radical readjustments in tlic monetary sys- 
tem, such as the abandonment of the gold standard, adapt the 
money situation to their own demands. Inflation in wartime 
has never encountered any limits in teims of the monetary sit- 
uation. Such limits as have been imposed run mainly in teriiis 
of direct price controls and of governmental policies with re- 
spect to expenditures and the methods employed for obtain- 
ing revenues, whether by taxation or by bouowing. Thus/on 
balance, we conclude that gold and monetary factors play a 
subsidiary role and that the main causes of the long periods of 
good times and of chronic depression must be sought in tech- 
nolopcal and innovational factots, and at times in gi eater or 
CM degiee m the fiscal poUdes of mvemments hitherto re- 
lated mainly to the conduct of war.) 

According to the technological and innovational thesis, the 

EnS'lS of the American economy 

dom natrf *e penod from the late nineties to 1920. From 

of ranid epoch may be compared with the period 

toSdeSofT “ from the middle forties 

t innovations caused 

i Bo* m economic life and Su- 

r communication and 

real fevestment, nS oE ^ 
mobile farfrtrine j ' ^ oiTccUy in the railroads, in auto* 

last period, gli rEbbeT?r^ mdustries, including for the 

petroleum, and the like appliances, 

e. These epochs are clear illustrations 
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of the profound impact of the rise of quite netv techniques 
giving birth to a range of new industries and expanding and 
developing old ones into new lines. Both epochs represent a 
period of rapid giowth and expansion. But all new develop- 
ments finally reach tlie stage of maturity. Thus, new railroad 
mileage experienced a rapidly rising trend Lom die middle 
forties to the decade of the seventies, and thereafter flattened 
out ividi, hoivcver, a major spurt in the middle eighdes, and 
eventually in the ninedes sharply declined. Similarly, the pro- 
ducdon of automobiles and the construction of roads ex- 
perienced a rapid giowdi into the decade of the twenties. 
But this rate of growth could obviously not be continued 
indefinitely. Automobile produedon giadually reached an 
asymptotic level after 1923, and the curve of the construedon 
of roads similarly flattened out toward the end of the twenties 
and diereafter declined. 

In die long sweep of technological and innovadpnal de- 
velopments the decade of the thirdes is, therefore, in many 
respects not unlike die fourth quarter of the nineteenth cen- 
tury,** with its deep depressions of the seventies and the nine- 


KIl was in ihis period, wlicn the lailroadirition of the county was inuc«- 
Incly rcadjing a saturation point, that Colonel Carroll D. Wright, 
sioncr of Labor, made his famous dedaration with lupcrt to the erbaustion 
of real investment opportunities. Up to that time the antral barometer of 
prosperity and economic activity, of which esc,, one was more or less con- 
Idously asvarc, was activity in the railroad industry, ^e dcd.nmg role of the 
railroad was, indeed, the most significant single fad for ibw period and ofleis 
the most oonvindng explanation for the chronic hard times, particnlnrly of 
the decade of the ninetio. Colonel Wright’s nnnlysis has attrarted, pamcul^riy 
in recent years, widespread attention and icc-ived much comment. &me, in 
view of the ii«.,cndou^ expansion usheitd in by the clectnBcation and motor- 
iration innovation beginning at the ^d of the «ntury, have di^posrf 
to critidre his amlysis as shortsighted. But others his obs-. vaiion as 

the most penetrating and valid analysis of the economic 
svhieh anyone of his generation made. The invest, ucnt saturation *** 

called attention is evidenced by the continued HiiKculties which ranfron^ not 
only the United States, but nUo the countries of w^tem Europe for 
a decade following his ludd c*position of the dap, underlying, 
in the situation. While othen we,e stitssing superficial aspCLts, (Monel Wnght 
;ia^"ger upon the really signifirant “-“f f 
See U. S. Commissioner of Labor. First rinni/el Tleporl. Govc.mrnt Printing 
Office, 188G, dealing with Industrial DcptwSions. 
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ties. Thus, agiiin«t the background of earlier experience the 
decade of the thirties is more understandable. 

The early expansion of the railroad served to promote 
vigorous booms and to cut short temporary lapses into de- 
pression. But progicsslvely the railroad reached maturity and 
eventually ceased to grow. The mere slow'ng dosvn in the 
rote of giowth caused an absolute decline in the volume of 
nov investment required in the plant and equipment of sub- 
sidiary industries, such as iron and steel, which manufactured 
the material rhat went into railroad construction. Those who 
point to the high level of new railroad construction which 
continued on into the eighties miss the point. It is not enough 
that new railroad construction should continue at tlie high 
level reached. New construction must continue to rise at a con- 
stant rate if new investment in the underlying, subsidiary in- 
dustries is to be maintained at the pace set. Thus, the mere 
slowing down in the rate of increase in new railroad construc- 
tion rvas already beginning to have a damping effect on the 
economy long before theie was an actual decline in the volume 
of nerv construction. This is the important lesson which we 
leam Loru the acceleration principle. The sharp decline in 
railroad construction in the decade of the nineties was a simirt- 
eaut factor in that depressed decade. 

But now a nerv eia of buoyancy supeneded the railroad era 
t^ era of elecuiaty and motormts. The three decades 

industries." 

Snt w. « the way m the nineties and reached its invest- 
Ktepnones inv.ieased rapidly after igoo and doubled in each 

“ S'-S M'K””* in S 

S ta S.TT"" “"““"“i large propor- 
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tal expenditure of $8.1 billions in the twenties. Automobile 
production, fiom only 4,000 units in 1900, rose to 187,000 
units in 1910, 1,000,000 in 1915, 2,soo,ooo in igao, 4,400,000 
in 1925, and 5,600,000 in 1929. Garages, repair shops, and seiv- 
ice stations multiplied throughout tlie countiy. Thus, the 
automobile indusUy not only fostered gigantic production 
plants, largely concentrated in a single industrial area, but also 
opened opportunities for thousands of small business units 
located in all sections of the country roughly in proportion to 
the consuming population. Major subsidiary industries were 
created or expanded on tlie tide of the vast purchasing power 
of the automobile indusliy, including such giants as Petro- 
leum, Rubber, Glass Plate, and Steel. Finally, outlays on 
public roads, largely induced by the rise of the automobile, 
reached tlie figure of $9.9 billions in the decade 1920-29.“ 

Thus, an era of buoyant prosperity was geneiated by the 
giowth of four gieat industries: street railways, telephone, 
electric power, and automobile industries (including Petio- 
leum. Rubber, and Glass Plate, largely accessory to the Auto- 
mobile). Also important, but nevertheless dwarfed by the four 
giants, were the movie, chemical, and electrical equipment in- 
dustries. 

Just as the railroad expansion nime to an end, so also the 
buoyant era of 1900-29. Street railway development ivas 
largely completed in the first decade, telephone and auto- 
mobile expansion in the third decade. ElecUiC power alone 
rciiiains with large prospects for further giowth. The g;reat era 
of expansion was over by 1930. Thus, the decade of the thirties 
resembles the conditions in the nineties. Technological de- 
velopments making for expansion had temporarily spent their 
force. This does not mean, however, that eras of buoyant ex- 
pansion are peimanently a thing of the past.^tie progress of 
technology, we can be reasonably ceiiain, will sooner or later 
open outlets for enlarged streams of investment in gieat new 
industries.) 

Ficm Temporary National 'Foonomic Co'nniittec Hearings, Part i, p. ss** 



42 


FISCAL POLICY AND BUSINF.<K CYCI-F<! 


Structural Changes in American Economy 


Thus far we have seen that the decade of the thirties is 
largely understandable in terms of past experience. But our 
analysis would remain incomplete if we neglected to con- 
sider one imponant structural change in our economy for 
which we have no precedent in the past. Always, in the past 
century, expansion has rested not merely on intensive invest- 
ment arising from technological progress, but also on exten- 
sive giowth the occupation of new tenitory and the growth 
of population. The nineteenth century was a unique era of 
extensive giowth. 

Approximately in the period of 1915-30, the rate of ex- 
tensive giowth rapidly slowed down. The decennial incre- 


ment of population growth in northeiu and western Europe, 
including the three great powers, the United Kingdom, Ger- 
many, Prance, and the smaller northern and western countries 
--^candinavia, Finland, Belgium, Holland, Switzerland, and 
the Irish Free State continued to rise, or at any rate did not 
dec me materially until the first World War. The following 
table (calculated from Ku^ynski’s The Balance of Births and 
Deatfis, p. g) gives the approximate increases for tire eleven 
OTuntnes of northern and western Europe referred to above. 
The period 1913 to 1926 is omitted, since the war abnoimally 
reduced the rate of population growth. The decade 1926-36 
growth “ representative of postwar noiinal rate of 


Tamf ITT 


Decade 

1883-93 

1893-03 

1903-13 

1926-36 

In the United States the 
table which follows: 


Increase 

10,290,000 

>4>950,ooo 

14*510,000 

9>468.ooo 

rame later, as shown in the 


decline 
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Table IV 


Decade 

Increase 

igoo-10 

16,138,000 

igio-20 

14,923,000 

1920-30 

15,901,000 

1930-40 

9,218,000 


In northern and western Europe the turning point rame rvith 
the fint World AVar. In the United States it came in 1924. 

The expansion of Europe into new teultory (in temis of 
both migiation and foreign investments) came to an abrupt 
halt in the first World War and, while resumed in the t^ven- 
tics, did not again attain its foiuier level. In the United States 
the expansion into the great West was followed by several 
decades of urbanization; and then we turned (via capital ex- 
port) on a large scale to less developed countries. This move- 
ment ended in the Great Depression. Doubtless, under more 
favorable political conditions, there is still room for con- 
siderable foreign investment in the less industrialired parts 
of the world, and it may be expected again sooner or later to 
be resumed on a fairly large scale. But no one is likely to chal- 
lenge the statement that the era of development and settle- 
ment of new teiiitory is largely over. The role of teuitorial ex- 
pansion is likely to be much less in the next half century than 
was the case in the nineteenth century relative to national 
income.” 

The rapid decline in population growth and the exhausnon 
of the world frontier may well have a causal interconnection. 
CerUinly it is true that, so long as there were great new ter- 
ritories to be opened and developed, rapid population giowth 
was a healtliy economic development. With an inn casing ex- 
haustion of opportunities for settlement and exploitation of 
new teiiltory, the continuation of the nineteenth-century rate 

i»Sce Isaiah Bowaion, Limits of Land Settlement. Coundl on Foieign Re- 
lations, igs7. 
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of population giotvth would rapidly have given rise to in- 
soluble economic problems. 

It is true ^bat the sudden and drastic decline in the rate of 
population giowth so far has affected mainly western Europe, 
and highly developed industrial countries, such as the United 
States. It is also true *^hat there are still areas which have a long 
way to go in the process of industrialiTation. But just as the 
rate of population growth in the highly industrialized coun- 
tries has rapidly declined and in some is approaching zero, so 
also the possibilities of large outlets for foreign investment by 
these countries appear mcagei, in terms of national income 
and wealth, in comparison with those of the nineteenth cen- 
luiy. While it is not possible statistically to measure the rate 
of decline in investment opportunities with tlie precision that 
is possible with respect to population growtli, in general the 
two movements appear to exhibit a somewhat parallel de- 
velopment 

In this connection, it is well to emphasize that the economic 
frontier of any country must ahvays be conceived of not in 
teims of its own boundaries, but in terms of die possibility of 
rapitd investment throughout the entire world. Thus, Great 

ntain, d«pite Ae fact that her oivn territory was, of course, 
from the beginning of the modem capitalist period fully oc- 
cupied, enjoyed equally with the United States a great eco- 

nineteenth century. From this 

U.. tats Sd o? 

pt“mro?in r* abroad pfayed an im- 

reacted UDon the^ S^neral world expansion, and this in turn 
Sov«^o?cS,r'P'^'^V^ development 

conceiiied it n, ^ 8««eral economic expansion is 

SS moi Tn. throughout die 

process technolorica!''" strands to the 

teuItL and thl^ ’""ovaUons, the development of new 
die other, but at t^*^ wh ^ Pop"lation. Each has reinforced 

another factor has taken an™ slackened, 

exceptional spurt This was nota- 
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bly true in the United States in tlie period of eleculfication 
and motorization of her economy. 

Population growth and teiiltorial expansion opened vast 
outlets for extensive investment of capital. But, it is argued, 
may not equally favorable opportunities for intensive invest- 
ment take tlteir place? The answer appears to be that in the 
past we have enjoyed opportunities for both extensive and in- 
tensive investment. Notv extensive expansion is largely over, 
and there reniains only die possibility of intensive develop- 
ments. But intensive investment is not something new. In- 
tensive and extensive developments have proceeded together, 
each reinforcing the other. New technological developments 
underlie the nineteenth century of expansion. But popula- 
tion giowdi and the penetration into new teultory, in turn, 
played an important role in the widening of the market and 
the development of mass production techniques. Extensive 
expansion minimized the risks of technological innovations 
and encouraged bold experimentation. Thus extensive expan- 
sion stimulated intensive expansion. On the odier side, the 
pressure to find investment opportunities, in view of the slow- 
ing dorvn of extensive giowtii, will be greater in the future. 
Industrial research is now far more systemadc and more gen- 
erously financed than ever before. 

The eia of buoyant prosperity (1844-73), based laigely on 
the railroad, ivas intimately linked up with extensive growth 
and expansion. The next buoyant er<t (1900-29), based on 
electricity and the automobile, had less to do with mere ex- 
tensive growth and expansion into new teultory, and in- 
volved a much more radical trarnfoi'iiation in consumption 

i®It has been argued that I'-vition of population giOwth should be favor- 
able to employment, since the supply of new workers in the labor market 
would be reduced. But it is easy to show that population giouth, if it octma 
in a period of teultorial expansion, raw" the demand for labor more thm it 
raisa supply. Thus, the volume of extensive inves'mmt nwonated with the 
net addition of one worker involves capital outlays on a hou'e, amounting to, 
say, Sifioo, and outlays on plant and equipment amounting to an additional 
$4,000. Eight thousand dollars of investment represents a far giwter effect on 
the drm'*nd for labor than the effect on supply of one additional man-ycar of 
labor. 
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habits and ways of living. This soil of iTansfoimation, in- 
volving vast investment of capital, can take place without 
extensive giowth, and under the progress of technology we 
shall doubtless experience again far-reaching revolutionary 
innovations of this sort. There is, perliaps, inherent in the 
process of innovation a cumulative tendency which may be 
described in temis of a geometric progression. That this was 
true, even of the past century, is at least in part supported by 
the fact fhat the percentage rate of increase in per capita real 
income was approximately a constant. It is, of course, always 
possible that the rate of technological development may in 
the future exceed the geometric rate of the past, but here ob- 
viously one enters a field of speculation which can be settled 
only by the actual course of future historical events. It is, 


at any rate, a question whedrer intensive investment can at- 
tain the buoyancy and tempo of earlier periods when tech- 
nological developments were stimulated by population growth 
and territorial expandon. 

The decline in the rate of extensive expansion may partly 
account for the structural change which we are witnessing in 
economic institutions. The econoruic order is undergoing pro- 
gressryely changes in its internal organization which affect its 
fonctronlng and operation defense mechanisms, they may 
be, which seek more or less blindly and experimentally to ad- 
^t the economy to an cia of less rapid extensive growth, 
raese Ranges are co-monly described in teiu.s of a shift 
trom a free market economy to a planned economy. 

n the nineteenth century an automatic price mechanism 
fonctioned with relatively litUe inter vention or control Lom 

Fa^hTri-? '"^‘^‘her governmental or private 

ach indiwdual unit m the process of production constituted 
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Just as wars have frequently acted as a profound stimulus 
upon lechnologiral development, so also the first World War 
enoriiiously accelerated the development of institutional in- 
terferences with the price mechanism. An increasing degree 
of regimentation by both public and private oigHTii7fltion de- 
veloped witlr startling rapidity. Instruments of coniiol that 
had giadually been taking shape were perfected and utilized 
on a wide scale. This revealed itself in monetary and fiscal 
jX)licy and also in corporate, labor, and otlier private conliol 
mechanisms. 

In a free market economy no single unit was sufficiently 
powerful to exert any appreciable control over the price 
mechanism. In a controlled economy the goveuiment, the cor- 
poration, and organized groups all exercise a direct influence 
over tlic market mcclianism. Many contend that it is just this 
imperfect functioning of tlic price system which explains the 
failure to achieve reasonably full employment in the decade 
of the tJiirtics. Some place the blame on corporate price 
policies, some on trade-union practices, and some on the re- 
strictions imposed by government. 

There can be no doubt that these profound changes in in- 
stitutional aiiangcments arc significant. It is not possible to 
go back to tlic atomistic order. Corporations, trade-unions, 
and government intervention we shall continue to have. 
Modem democracy docs not mean individualism. It means 
a system in which private, voluntary organization functions 
under general, and mostly indirect, governmental control. 
Dictatorship means direct and specific control. We do not 
have a choice between “plan and no plan.” We have a choice 
only between democratic planning and totalitarian regimenta- 
tion. 





chapter II 

INVESTMENT AND CONSUMPTION. 

1920-1939 


T T may be well to iPtnind the reader again that we have 
chosen to follow the common-sense classification adopted 
by Kiwnets in bis study of National Income and Capital 
Formation, igiq-jgj^, and have included in real consump- 
tion not only the flow of personal services, nondurable con- 
sumption goods (e. g., foodstnfFs), and semidurable comrnodi- 
ties (e. g., clothing) reaching consumers’ markets, but also such 
durable consumers’ goods as automobiles and household 


equipment. By real investment we mean the flow of produc- 
tion of (a) fixed capital goods, including plant and equip- 
ment, residential housing, public construction, and (b) net 
increases in inventories of commodity stocks held by business 
firms, whether finished, semifinished, or raw. Real consump- 
tion means the annual flow of consumers’ goods and services* 
real net investment means the annual flow of additions to 
stocks of plant, equipment, and inventories.Cjogether, tlie 
annual output of consumption and investment goods consti- 
tutes the real income.) 

The money expenditures made on consumption and invest- 
ment goods in any given period are the source of the stream 

stteTS looT' the society as a whole for the 

stteam of goods md services produced. The money income 

48 ' “■ 
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vestment,” and "consumption” are used alone, it is under- 
stood that they refer to money income and to the money 
expenditures on consumption and on investment. 

For ceiiain purposes it is convenient to use gioss invest- 
ment (!') which includes expenditures on capital replacement 
(Ir) plus net additions to capital (I).(^ATien gross investment 
expenditures are added to consumption expenditures, we ob- 
tain gioss income (Y'). Thus Y' = I' -f- C. ) 

( It is characteristic of the cyclical fluctuations in the money 
income that its tivo component parts consumption and in- 
vestment — tend to rise and fall together.^But this is a veiy 
general statement. We shall tvant to know more specifically 
about the timing and amplitude of these movements. 

With respect to timing, it appears that, while investment 
and consumption fluctuate together, the moveiiients are not 
entirely synchronous. KnTnets' data show that investment 
tends to lead, tvith consumption following. Thus, the recoveiy 
of igai begins with an increase in investment expenditures. 
Gross investment rose by ?i .8 billions fiom igai to ig82, 
while consumption continued to fall (though at a diminished 
rate) by $0.7 billions. In the following year both moved 
sliongly upward together. Again, in the recoveiy of the 
thirties, investment started up first, rising by $0.7 billions 
from igga to igsg, while consumption was still falling by 
5 i .8 billions. In the dmvntum of igag both investment and 
consumption declined simultaneously. It should be noted, 
however, that investment fell sharply fiom igag to iggo, while 
consumption receded by a relatively small amount. This 
would indicate that also in the dotvnswing consumption tends 
to follow. 

The lead of investment over consumption can be traced 
(though less clearly) not merely at the turning points of the 
major business cycle, but also in the minor fluctuations. Thus, 
there was a minor recession from igeg to ig24, evidenced by a 
decline in investment; while consumption continued to rise, 
though at a reduced rate. In the following yc:>r investmmt 
leaped £oi ward, with consumption rising but little, indicating 
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a lag in consumption. In the next year (fiom 1925 to 1926) 
investment continued at the' high level reached, while con- 
sumption (under the stimulus of the preceding year’s upsurge 
of investment) moved strongly fonvard. Again, it appears tliat 
consumption followed investment. Thereafter, botli re- 
mained high (with some decline of investment in 1928) 
through 1929. 

Thus, the statistical data during die last two decades tend 
to support the thesis that the active dynamic factor in tlie 
i.ycle is investment, witfi cons"mpfinn ^issumijig a passive, 
if gging role. 

The problem is further illuminated if investment and con- 
sumption are broken up into various constituent elements. 
With resjject to investment, this involves a number of com- 
ponents, which we shall presently consider. We shall first con- 
sider the consumption components. 

Consumption is divided by Kumets into four parts as fol- 
lows: (a) durable ‘ consumers' commodities (automobiles, 
household equipment), (b) sen.idurable ' consumers’ com- 
modides (shoes, clothing, etc.), (c) perishable* consumers’ 
coiMiuodmes (food, etc.), and (d) services. In general, it is pos- 
sible to disceiu a sequence in the expenditures on diese four 
rat^oiies in the order mentioned. But the most pronounced 
Irad IS that of durable consumers’ commodities over the other 
toee combined. Because of this definite lead it will be useful 
tor our purposes to concentrate upon a twofold classification 
of consumpuon expenditures; (a) durable consumers’ com- 

Md s^^ices)*^ 6°°'^ (commodities 

durable consumers’ goods increased over 
$^o m, 11,0ns from igai to igza. while the outlay on "all 
other consumers goods decreased ne=,rly $,,400 millions. In 

‘host whose use orfinorily ex, ends over 

three 

““ “tdinarily extends ova 
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1923 ®*pcnditures for both rapidly inci eased. In 1934 ex- 
penditures for durables” reuiaitied at the level of 1923, while 
"all other” moved strongly upward. In 1925 "durables” moved 
up, while “all other” remained about stationary, in 1926 "dur- 
ables” held the new level, while “all other” again shot up. 
Thereafter, the fluctuations around the high level reached 
were relatively small through 1929. Thereafter "durables” be- 
gan a sharp decline, with “all other” responding more slug- 
gishly to the gciicral downswing. In 1933 "durables” made a 
Small step toward recovery, while “all other” continued to de- 
cline. Thereafter, both rose until 1937. The lead of “durables” 
over “all otlicr” can be seen in Chart 1 (Kuznets’ data). 

In general (see Chart 2), the turning points in the fluctua- 
tions of durable consumers’ goods expenditures synchronize 
fairly closely with outlays on producers’ equipment. Durable 
consumers' commodities bear a resemblance to producers’ 
equipment in seveial important respects. They require an in- 
vestment of funds during the interval in which they are used. 
Moreover, since tliey have a durability which is not rigorously 
fixed, it is possible to postpone the purcliase of a new <mit, if 
necessary, beyond the noimal period of use. On the other 
hand, the puiidiase of perishable commodities * cannot readily 
be postponed without great inconvenience and a serious de- 
cline in consumption standards. Further, durable consumers’ 
goods, like producers’ equipment, are subject to obsolescence 
in the event that new innovations are inuoduced. Finally, 
since they are durable, it is possible to buy them on tiedit by 
peimitting the seller to retain title until the last installment is 
paid. 

In all these respects, durable consumers’ goods resei'»ble 
producers’ equipment, and, indeed, investment goods in gen- 
eiJ; and, from a strictly logical standpoint, they might well 
be included in the investment category.' This procedure, 

* This, however, docs not apply to IuauiIcs, the purrtwsc of which is also 
postponable. 

• This Kuznets indeed, done in his Variant 11 r]a«lfiration. See pp. 34- 
39 in National Income and Capital Formattont i9^9"^9BSr National Bureau of 
Fconomic Kcjcarch, 1937. 
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however, would require the calculation of an imputed "rent” 
from these goods, to be included as a part of consumers' out- 
lay, just as is done with respect to housing. But such procedure 
is rather artificial and is contrary to actual practice. It is there- 
fore preferable, eveiy thing considered, to follow a common- 
sense flassification and include the durable consumers’ goods 
in consumption, recognising, nonetheless, that they do con- 
stitute a peculiar category resembling, in many respects, in- 
vestment goods. 

We turn now to an eyanjination of the various categories 
of investment goods and the timing of expenditures on each 
of these in the different phases of tlie cycle. We shall discover 
that, while investment as a whole leads consumption in both 
recoveiy and recession, this is not true of each of tlie com- 
ponents; and, indeed, some components do not exliibit a con- 
sistent behavior fiom one cycle to another. 

Inventories play an important role, especially in the lower 
turning point. Thus, if we consider producers’ goods (plant, 
equipment, and inventories) as a whole, we find that this series 
regularly leads consumption. But if we divide producers* in- 
vestment goods into tivo categories: (a) fixed capital (plant 
and equipment) and (b) inventories, we discover some diver- 
sity of movement from cycle to cycle. Thus, in tlie upswing of 
the twenties there was an increase in both fixed capital out- 
lays and inventory outlays fiom 1921 to 1922. In the tliirties’ 
upswing, however, the outlays on plant and equipment Lorn 
1932 to 1933 remmned approximately stable. The large liqui- 
dation which had been going on in inventories since 1030 
reached the maximum in 1932 and declined sharply in 1933. 
Thus, the ?3.i billions investment (gross) in plant and equip- 

inventories, while m 1933 the $3.0 billions fixed capital in- 
vestment w^ offset by only ?,.i billions disinvestment in im 

SnliTir’ Pwducers' investment, therefore, was only 
$0.7 bdhom in 1^2, but increased to $1.9 billions in igaa it 
was *e diminished disinvestment in inventories which^ ac- 
counted for the increase in total producers’ investment and 
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which gave the upward stimulus, as far as business expansion 
was conceiiicd, to Uie revival of 1933. Thus, the mere c<*ssation 
of inventory liquidation (or indeed slowing down of the rate) 
may initiate tlie revival, provided other investment expendi- 
tures streams have reached substantial stability. 

Inventories regularly play an important role in helping to 
initiate the upturn. But inventories, as we have already seen, 
do not continue to accumulate through the whole major cycle 
upsiving. At intervals of from three to four years’ disinvest- 
ment of inventories takes place, and the ensuing temporary 
damping of tlie upswing constitutes the so-called minor reces- 
sion. During this interval investment in plant and equipment 
frequently holds approximately the level reached but fails 
to advance furtlicr. After this temporary "pause,” inventory 
stacks again rise, and investment in plant and equipment 
moves on to still higher levels. These inteiielations may be 
seen in detail in Chart 3. 

We have already noted tliat investment in producers’ fixed 
capital contributed to the u{»wing in the 1921-22 turning 
point, but scarcely maintained itself in 1932-33. We must now 
consider the constituent parts of producers’ investment goods: 
(1) equipment and (2) plant. 

From 1921 to 1922 outlays on equipment decipased from 
$3,926 millions to $3,848 millions. From 1932 to 1933, how- 
ever, there was a slight inCT^-Tie from $2,019 millions to $2,ogi 
millions. Thus, equipment expenditures contributed to the 
revival in the 1932-33 turning point, but not in 1921-22. The 
changes are small and Terborgh’s data are somewhat at vari- 
ance with those of Kuznets. On balance, investment in equip- 
ment appears to piny no signifin*ut role in the turning points. 

Outlays on producers’ plant in all foi<»s of enterprise as a 
whole contributed $597 millions to revival in the 1921-22 
turning point, but declined $161 millions from 1932 to 1933. 
With respect to the various fields,® investment in manufactur- 
ing and mining plant moved sideways (declined vei y slightly) 
in both turning points. Railroad plant outlays declined in 
•See Terborgh’s data. Federal Reserve Bulletin, September. 1939. 
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both, Tvhile for other public utilities combined investment in 
plant contributed $173 millions to revival in tlie 1921-22 
turning point, but declined by $166 millions from 1932 to 
1933. Commercial and miscellaneous plant outlays contrib- 
uted §45 millions to revival in 1921-22, but declined by §133 
millions from 1932 to 1933. Investment in agricultural plant 
aided revival (about S30 millions) in both turning points. 

Investment in housing (Chart 4) played by far the most con- 
spicuous role in the upturn fiom 1921 to 1922, the increase 
being §1.3 billions over the 1921 level. Outlays on housing 
rose year by year, until a peak rvas reached in 1925 ? 5-2 

lions. Receding slowly from this high point, the volume of 
capital expenditures on housing continued annually above 
the $4.0 billion level through 1928. The drastic decline from 
1928 to 1929 of S>*2 billions undoubtedly exerted a heavy 
downward pressure upon the whole economy and contributed 
largely to the geneidl collapse which started in 1929. 

But, while investment in housing led the recovei y in 192 1- 
22, it lagged far behind in 1932-33- This behavior accords 
with a long experience already discussed with respect to the 
cyclical behavior of residential building. In view of the fa- 
miliar eighteen-year construction cycle, evei/ other major re- 
covery is usually led and reinforced by housing construction, 
ivhile the intervening major recovery is compelled to ™ove 
foiward under tlie handicap of a slump in residential build- 
ing. A similar analysis applies to the construction of producers 
plant, the second main constituent (the third being public 
construction) in the building cycle. As will be seen in Chart 5, 
outlays on producers' plant led (though far less vigorous y 
than housing) in the 1921-22 turning point and stiongly sup- 
ported the recovery clear up through 1929. Plant investment, 
however, lagged behind and continued depressed throughout 
the recovery of the thirties in a manner closely corresponfling 

to the behavior of housing. v , /■ 1 j 

Chart 6 discloses the role of construcuon as a whole (includ- 
ing producers’ plant, residential construction, and public con- 
struction) in tlie two major cycles 1921 to 1938 relative to th t 




National income 
Billions of 
dollars 


Plant 
Bilfions of 
dollars 



59 


FISCAL POUCY AND BOSlNP'iS CY'CITA 


6o 


played by investment in producers’ equipment. It ivill be seen 
rhat construction led in 1921-22 and lagged in 1932-33. 
Equipment outlays recovered in 1937 to a point iiiglier tlian 
any of the years 1923 to 1928, and only sliglitly below that of 
1929. Substantially, it is correct to say tliat equipment made 
its full contribution to recovery in tlic thirties, while construc- 
tion failed. It is reasonable to suppose tliat tiic ciglUccn-ycar 
building q'cle accounts in considerable measure for the differ- 
ential behavior of construction in the twenties compared with 
the thirties. In addition, the decline in ilie rate of population 
growth was an important contributing factor. The increment 
of growth in urban population w.ts about two million per 
annum in the twenties, while it u’as well below one million in 
the last half of the thirties. 


We are now prepared to make a general survey of tlic rcla- 
tive_i.yclical movements of the rarious components of invest- 
ment and consumption, wliidi together dctci luinc the flow 
of income.'' Pint, it must be noted that construction may or 
may not lead die way to revival. It may promote recovery, as 
in the twenties, or act as a drag upon full recovery, ns in die 
thirties. Secondly, outlays on equipment synchronize quite 
closely with the fluctuations in national income. Thirdly, in- 
ventory investment plays consistently an important role in the 
initiation of revival. Unlike investment in plant and equip- 
ment, however, inventory investment docs not progicssively 
sustain die recovery during an entire major upswing. On the 
contrary, the upsrving is clieckcd, at inten’als of ilirec to four 
years, by disinvestment in inventories, or a decline in the rate 
of accumulation. It is this ebb and flow of inventories which 
apparently dominates the so-called minor cycle. Foiirtlily, with 
rapect to consumption components, durable consumers’ goods 
alone appear to play an active role in the q'cle. Ne.\t to in- 
vmtones construction is here disregarded, since it docs not 
play a cotuistent role in all cycles consumers’ durables, espe- 
r" 7 are of major impormnee in initiating rc- 

Depreciation and obsolescence doubtless arc important 
factors m the behavior of outlays on durable consumers’ goods. 
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Moreover, the progiessive retirement of consumers’ install- 
ment debt releases a stream of purchasing power which now 
becomes available for expenditure on new automobiles, ra- 
dios, eleciiical appliances, and other household equipmen^ 

Thus, in the absence of the construction stimulus, which 
frequently, but not always, plays an important initiating role, 
inventories and consumers’ durables initiate the revival. The 
upward movement is heavily reinforced by outlays on equip- 
ment and (to a greater or less degree, according to the position 
of the building cycle) construction. These expenditures com- 
bined generate new income, and rising incomes in turn induce 
an increase in consumption expenditures. Such, in broad out- 
lines, is the sequence. 

Expenditures on investment goods and on durable con- 
sumers’ goods lead, and all other consumption expendi- 
tures follow. The former is active, the latter passive. Neverthe- 
less, the relationship is more complex than is indicated in tliis 
statement. There is continuous inteiaction between invest- 
ment and consumption. This interaction is known as the 
cumulative process. A rise in investment induces an increase 
in consiiruption, and this in turn tends to induce an increase 
in investment. Thus, once an initiating impulse has started 
the incoiiie stream in an upward or downward direction, the 
movement tends to continue for a time, until the cumulative 
process has spent itself. 

While much investment is spontaneous, a considerable part 
is induced Ijy the increased draft on plant and equipment inci- 
dent to a rise in income. And tvhile the increase in consump- 
tion (especially the nondurable part) Lom the bottom of a 
depression follows the lead of investment and is for the most 
part induced, common experience makes it clear that some 
increases in consumption are doubtless spontaneous, or, in 
other woids, not caused by an increase in income. Thus, new 
types of products, even in perishable commodities, and new 
types of semces may cause some increase in consumption, 
even though there has been no prior increase in income. But 
this IS relatively unimportant. For the most part, spontaneous 
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expenditures cxpcndilurcs not caused by a prior rise in in- 
come arc likely to be made on investment goods or upon 
duralilc consumers’ goods, but not upon other foiiiis of con- 
stiiiiption. 

It docs not follow, however, that all investment is spon- 
taneous. Much of it is, in fact, induced. It is, however, quite 


Oinient of 
esl'jrs 



impossible to dctenninc statistically svhat part is spontaneous 
and what part is induced. 

Chart 7 compares tlic absolute increments of fluctuations 
from the iga i level of (t) investment and (a) consumption for 
the period 1921 to 1931. The lag of consumption behind in- 
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vestment we have already refened to above/ The rhari indi- 
cates that a continuous flow of investment progressively in- 
duces an advancing volume of consumption, until the upper 
turning point is reached. The more technical aspects of the 
in tei connection between investment and consumption are 
Ueated in Chapter XII, dealing with the “leverage” of spon- 
taneous investment, induced consumption (multiplier prin- 
ciple), and induced investment (principle of acceleiation). 

Percentage-wise, investment fluctuates very much more than 
consumption. But since investment is a very much smaller 
part of the total income, the rise and fall in absolute teims is 


less. From the bottom of the depression in 1921 to 1929 gross 
investment expenditures rose by $8.8 billions, while consump- 
tion expenditures (including durables) rose $18.7 billions. 
The ratio of incicace in investment to incicase in consump- 
tion ivas as 1.0 to 2.2. From the 1929 peak to 1932 investment 
expenditures fell hy $17.2 billions, while consumption fell by 
$29.3 billions, the ratio being 1.0 to 1.7. From 1932 to 1937 
investment rose by $14.4 billions, while consumption rose by 
$18.4 billions a ratio of 1.0 to 1.3. 

The extraordinary increase in investment relative to the in- 
crease in consumption fiom 1932 to 1937 was, however, in 
large part due to the exLie.ne fluctuation in inventory hold- 
ings. Inventories had been heavily deflated by 1932 and had 
acciimiilated to high levels by 1937. More signifirance attaches, 
probably, to the absolute increments or decte,..ents of invest- 
ment in fixed capital relative to absolute ijhanges in con- 
sumption. Gross investment in producers’ equipment, plant, 
housing, and public construction combined increased by $7 ^ 
Jv Terborgh) bom 1921 to 1929. and 

mi to Terborgh) from 1932 to 

1937. Thus, we may conclude that the ratio of the incxMse in 

was approximately the same 
and periods. The increase in produU’ plant 

and equipment Lorn 1921 to 1929 was $5.4 billions according 
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to Kiizncu, and $.},g according to Tcrborgh. For ig32 to ig37 
tlie figures arc $0.3 billions (Kuzncts) and §4.8 billions (Ter- 
borgh). Thus, again, the ratio of increase in producers’ capital 
outlays to increases in consumption was approximately the 
same in the twenties and in the tliirtics. When all forms of 
investment arc included, however, it is clear that the increase 
in consumption was relatively smaller in relation to increases 
in investment from igsa to ig37 tlian had been the rase fiom 
J921 to I gag.* 

■ Tliioufjliout thli chipler. Including the charts, the data 'xed are Kuznets’, 
unless otherwise stated. 





Chapter III 

MONETARY POLICY IN THE 
DEPRESSION 


I NCRF^SING use of the tenu “Public Policy” indicates a 
change in the role of govetninent in modeni economic 
life. It is, of course, nothing new that a govei omental pol- 
icy is more and more coming to the fore. The tradition of 
laissez fake never, in fact, fully applied so dominant in the 
first half of the nineteenth century increasingly gave way to an 
ever-expanding measure of governmental control and inter- 
vention. But goveiiimental conUol in the last half of the nine- 
teenth century, and indeed up to tlie first World War, assumed 
almost exclusively the forui of (a) regulation of the competi- 
tive process under which it was sought to check monopoly 
tpnrleiicies and to maintain, to tire utmost possible degree, pro- 
tection, on toe one side, to consumers and, on the other side, 
to free and independent producers from organizational inter- 
ferences with the functioning of the price system; (b) protec- 
tion to hbor in the foiiu of minimum standards of work, in- 
cluding regulations with respect to hours, working conditions, 
Md to a muto lesser extent wages; (c) geneidl efforts at social 
betterment, including protection to the public health, prorti- 
sion forrecreauon ptinciplly through parks and playg.ounds, 
and a broad exrcnjion of public education; and (d) rninimnm 
ntovision for relief of poveiiy and old age. The latter, to be 

^ rapidly being ex- 

tended in England through the development of old-agef un- 
cmployuient, and health insurance, and it had for several 
decades past become an accepted part of social policy in vari- 

66 
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ous continental countries, notably Gei.nany, Dpotnark, Bel- 
gium, and Holland. Only in the United States ivas fhi^ ex- 
pansion of public welfare activities of the state postponed and 
delayed until the exi^ncies of the Great Depression forced 
upon a reluctant public the necessity of these measures. 
.^With respect to the business cycle, not until the postwar 
period was tliere any serious tliought of governmental inter- 
vention and control^ Indeed, not until the publication of 
Wesley Mitchell's Business Cycles in 1913 rvas there any gen- 
eial awareness of the business cycle problem as such. Busi- 
nessmen, of course, liad experienced crises and depressions, 
some of them, as in tlie seventies and nineties, long and deep. 
But these were always regarded as disasters, something quite 
patliological — inten options to a noimal state of business 
prosperity. Some indeed, like Veblen, impressed by the 
chronic depressed conditions of the last quarter of the nine- 
teenth century, had come to regard depressions as the noimal 
condition of the modem economy. But this view was an ex- 
ception to the rule. That the cycle of prosperity and depres- 
sion was something which normally could be expected to re- 
cur with more or less regularity, each phace containing within 
itself the seeds of the succeeding phase of the cycle, was no- 
where generally accepted by the public, nor even for the most 
part by economists, until the advent of Mitrhell’s great book. 
Rarely, indeed, has the central thesis of any book become so 
much an accepted part of the thinking of an entire society, 
(henceforth, neither prosperity nor depression was regarded 
as noiinal in the modem economy, but instead the cyclical 
. progression from one phase to another was accepted in a quasi- 
fotalistic manner as a characteristic feature of the functioning 
of the modein economy.^ 

Monetary Control Inadequate 

Attention rvas at once centered, however, upon the possi- 
bility of minimizing tlie fluctuations of the cycle. A number of 
more or less accidental developments directed thic type of 
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fhinking, notably in the United States, toward monetary con- 
trol as the meam to th^t end. In the first place, the United 
States had just before the rvar instituted for the first time in its 
history a centralized control over the money and credit supply 
through the establishment of the Fedeial Reserve System. In 
the second place, traditional economic thinking in tlie Anglo- 
Saxon world, both England and America, had laid laige, 
though not exclusive, emphask upon money and credit as a 
fundamental cause, or at l^ast a conuolling factor, in the busi- 
ness cycle. Already in Kngland as far back as the eighteen- 
forties it had been thought that a refoim in the Banking Act 
would eliminate the disrupting crises which periodically shook 
the financial and industrial structure. Disillusionment, to be 


sure, quickly followed this experiment and the problem was 
superseded by others which proved more pressing during the 
remainder of the century. 

English economic literature, svith notable exceptions, such 
as the tviitings of D. H. Robeitson, had mainly stressed mone- 
tary aspects of the cycle. Not until the postwar period was the 
An^o-Saxon world impressed with the penetrating analysis 
running in teiius of investment and saving, whicli had long 
been current on the Continent, starting with the gicat work of 
Tougan-Baranousky and SpiethoS. 

The Continental rvriters who had found the deeper causes 
of cyclical development in the factors underlying economic 
progiess technical innovations, the discovery of new re- 
sourca, the opening up of new tenitory, and the growth of 
population— had tended to minimize the role of institutional 
fectors, including money and credit 1 he investment theories 
of the cycle had an essential kinship with the dociilne of natu- 
re law in economic life and economic development Institu- 
tions were regarded as results and not causes of the process of 
aonomic change rooted essentially in the progress of tech- 
nolo^. If the violence of the cyde were to be toned doivn, 
this it rvas thought would, if it ever came, be the result of a 

of tire economy in 

terms of growth of popnlauon and the occupation of new ter- 
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ritory. Thus, Spiethoff believed that tlie violence of the q-cle 
tras a [unction of the highly dynamic nineteenth century, with 
its rapid rate of extensive expansion and of economic prog- 
ress. Tlie cj’cle was regarded as a manifestation of the extraor- 
dinarily rapid growth and transition from a rural economy to 
an urban, industrialized economy and of tlie expansion of 
modem industr)’ into all parts of tlie globe. Once the process 
of industrialization and territorial expansion was completed, 
it M-as thought that the powerful giound swells throwing up 
the periodic tidal waves of economic activity would in^rpas- 
ingly come to rest .md die fluctuations of economic life would 
approach gi cater and greater stability. 

Robertson's views especially be,ar, in many respects, a re- 
semblance to those of Spictiiofr. But, in gcneirtl, consideia- 
lions such as these were not incorporated in Anglo-Saxon 
thinking. In the English-speaking world the monetary and 
fln.nncial institutions were stressed, and from this point of view 
it u'as not unnatural diat the fluctuations of the cycle should 
be regarded by many as easily amenable to control. 

Preoccupation with fluctuadons in prices and the mone- 
taiy causes of these fluctuations contributed to this approach 
to die problem. The work of Indng Fisher and Kemmerer on 
the quantity theory of money and prices and the attempt at 
statistical verification of this theory had attracted widespread 
interest and alienuon. Moreover, the ivar upheaval and the 
price disturbances to which it gave rise concentrated atten- 
tion upon the problem of price stabilizadon. The fluctuation 
of prices and the business cycle became almost synonymous. 
The establishment of the Fedeial Resers-e System, die unique 
position occupied by the United States with respect to die 
world's gold supply, and die postwar uncermindes with re- 
spect to price movements inevitably pointed to monetary sta- 
bility as the problem par excellence of the postwar period. 

The reladve success of price stabilization in the decade of 
the twenties, in vieiv of the importance attached to this prob- 
lem, diverted, attention away from die more deeply signifi- 
cant developments of the decade the developments in the 
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field of real investment. Because of this diveision of interest 
and attention and the importance attached to monetary and 
price factors, the coming of the Great Depression was not 
only not anticipated but appeared to be quite inexplicahle. In- 
deed, Iiom the monetary and price standpoint, no satisfactory 
explanation of the depression tvas possible, and as the depres- 
sion deepened the more ardent adherents of the monetary 
school persisted in the view that the mere multiplication of 
currency by the central banks would have prevented the de- 
pression, and that even then all that was required to lestore 
full economic activity was vigorous monetary expansion and 
price reflation. That the prosperity of the twenties was, at 
bottom, an investment boom, and that the depression was in- 
evitable once the investiiient outlets of the postwar period 
had temporarily become saturated, was in geneial not recog- 
nized by monetary theorists,* though many businessmen close 
to the facts saw quite clearly the real nature of both the boom 
and the depression. 

The monetary theory of the cycle held that the road to sta- 
bility lay mainly through price stabilization. If a price-inflated 
boom could be prevented, the succeeding depression, it was 
believed, could be averted. When the boom manifested no 
price inflation, as in the twenties, other monetary and finan- 
cial^ factors, such as the rise of debt, were introduced to ex- 
plain the initiation of the deflationary process which, it was 
believed, could alone be stopped by monetary measures. And 
when monetary action tvas at long last under taken, it was al- 
ways charged that either it had been undertaken too late or 
that it had not been pursued with sufficient vigor. 

It is, moreover, of interest to note that the monetary m- 
proach.^o popular in the twenties, invaded even the camp of 

or, "at any rate, one section of 
this school— the Viennese gioup led by Mises and Hayek, 
Granted that the expansion of investment waHhe underlying 


■“"‘"'"•Cyc/e Theory, published in 1927, emphn.ired non- 
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basis of the prosperity phase, it was argued that if the invest- 
ment boom were held in check by monetary methods and were 
restrained within the limits of such investment as could be 
financed from the flow of voluntary saving, the subsequent 
collapse could be averted. Otliers, agreeing that tlie important 
thing xvas to slow down the spurt of investment, argued tliat 
if you lop off the top of the investment bulge, the investment 
thus abstracted from the boom would subsequently fill up, 
in part, the succeeding depression gulch. Thus, stabilization 
meant a leveling out of investment activity. It was not ex- 
pected that the high activity of a boom period could for long 
be maintained, but rather tliat stabilization would involve 
an averaging process, leaving the level of activity somewhere 
between the peak of tlie boom and tlie bottom of the de- 
pression. It was suggested that tliis leveling process could be 
accomplished by monetary action which would knock an ex- 
cessive investment boom in die hcad.’Thus, until the Great De- 
pression, attention was peculiarly centered on the boom phase 
as the period which required restrictive action. The central 
basis of stabilization policy rested upon the fiiiu belief diat 
die boom was die progenitor of die depression and, if it 
could be controlled, stability would rcsult.;It would not do to 
wait unul depression was already upon us to iniioduce con- 
trol measures. The time for action was in the preceding phase 
of die cycle. Once the boom had been allowed to run its 
course, depression was regarded as inevitable and it, in turn, 
would perforce have to be permitted to run its course. Pre- 
ventive, not remedial, mpa^urcs were required. 

The events of the Great Depression have profoundly shaken 
the foundations of this type of analysis. Question is raised 
whether the monetary weapons designed to check an excessive 
boom do not inevitably, once diey are applied with sufficient 
vigor to become effective, start a cumulative doivnward spiral. 
Lopping off the boom will not automatirally fill up the de- 
pression gulleys.'The monetary weapons can, indeed, be ap- 
plied elfecdvely to check an expansion. But if die factors 
making for expansion of investment are vigorous, the mone- 
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tary brakes have to be applied with g.eat rigor in order to 
choke off the highly alluring speculative ventures which are 
driving the economy on toward the boom. It the discount 
rate is to be raised sufficiently High to choke off the new de- 
velopments which are the driving force of the investment 
boom, the more stable segments of the economy will be choked 
off by a degiee of contraction quite incompatible with the aim 
to level off and stabilize. 

/plsewhere, the view gained giound that there ivas nothing 
inhcieiitly ivrong about the boom itself;.i indeed, the boom 
was regarded as highly desirable per se, not only because it 
offered full employment and a high level of income but also 
because it equipped society with new productive forces.^T^e 
aim of public policy should be, it was now argued, not to choke 
off the boom but to mainfain it at its high level. Obviously, 
to do so would require, as the continued investment in more 
and more capital facilities progressively brought nearer the 
prospective fell in the marginal efficiency of capital, either a 
lifting of consumption expenditures to fill tlie gap of the re- 
ceding investment expenditures or else the expansion of in- 
vestment expenditures through^ governmental measures or 
by a public investment progi-m.^ 

The feasibility of such action would obviously depend, in 
large measure, upon the magnitude of the gap to be filled. If 
the propen<iity to consume is high, the gap to be filled by 
investment expenditures to secure full employment and to 
maintain activity at a full-income level would be relatively 
small. Attention was accordingly shifted away from leveling 
down the top to leveling up at ie bottom of industrial fluc- 
tuations/The problem became essentially not one of racking 
the boom but of fitting a fairly high bottom to the depression?! 
What was to be feared was not the boom, but the tenific shock 
of a drastic fell in income and employment from which the 
economic organization could only with the greatest difficulty 
recover. 

All through the decade of the twenties economic policy was 
directed at the dangcis of an excessive boom chaTacterized 
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mainly in teims of price and credit inflation.5>reventive mpas- 
ures of a monetary character were deemed adequate. Thus, 
countries all over tlie world were caught unprepared to d^al 
witli die problem of checking the cumulative fall of invest- 
ment and income once the decline set in.' Had great industrial 
nations in the twenties concciiied themselves not so much 
widi the alleged dangers of a boom, but rather witli instru- 
ments of control designed to clieck the depression at a rela- 
tively high income and employment level, the history of the 
decade of the thirties in tciiiis of both eronomics and world 
politics miglit have been very different. The decade of the 
tliirties has taught us the lesson diat we cannot afford at what- 
ever cost to pciiiiit the national income and the volume of 
employment to fall below a tolerable level. 

Witli respect to this central conclusion diere can probably 
be little difference of opinion. Opinion will diverge as to what 
die tolerable level is, below which at all costs the economy 
must not be pciaiittcd to fall. Some will wish to set the goal 
high and will wish to achieve condnuously an approach 
toward full employment. Others will wish to minimize the 
role of govei ament policy to die more modest aim, not of 
achieving continuously full employment, but of preventing 
die economy from falling below the assigned level. 

The less ambitious goal has much to recommend it. In the 
first place, it fixes a limit to the role of gpvciamenml policy. 
In view of the magnitude of the probleui involved, it is clearly 
a more manageable and realizable goal. It interferes less with 
established institutional anangements and leaves to the func- 
tioning of free enterprise itself the problem of fuller employ- 
ment beyond die minimum level. In a manner, it thus divides 
the field between govci*imental activity and the activity of pri- 
vate enterprise. It becomes die function of govei iiment to 
establish a minimum below which the health, continuity, and 
workability of die economic system is endangered, and indeed 
the workability of government ^itself and particularly of in- 
tei national political rclations.'Tf a reasonable bottom had 
been put to the Great Depression throughout the world, either 
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by the action of eadi of the more important industrial coun- 
tries separately, or by international co-operation, there might 
very probably have developed no successful Hitler movement 
and no new outbreak of warfare..' 

We are familiar in the history of social rcfoiui with llie con- 
cept of the minimum. Govenimcntal policy has, in large part, 
in this area been directed not at regularizing the whole of 
economic life, but merely at establishing minimum standards 
below which die automatic functioning of die price sys- 
tem and die system of free cntci prise is' not pcnuitted on 
giounds of sorial policy to fall. This is die theory of the mini- 
mum wage, of maximum hours, and of minimum require- 
ments with respect to working standards. This is die dieory 
back of the minimum standards set by government for educa- 
don, health, and sanitation regulations. 

It is at this point that depression policy emerges in a new 
role as an important element in a positive governmental pro- 
giam. But an economic minimum cannot be insured by reli- 
ance exclusively upon monetary policy. 


Federal Reserve Policy 

In die decade of the twenties die Federal Reserve System 
experimented with various tools of monetary control.’ An 
unwarranted optimism prevailed widi respect to the efficacy 
of monetary action to stabilize prosperity. Emphasis on the 
forty-month cycle had the unfortunate effect of slurring over 
the Ksentfal Hiffereiice between inventory recessions and ma- 
jor depressions caused by the sharp curtailment of fixed capi- 
tal investment. Thus, the mild depressions of 1924 and inay 
were not clearly rwognized as minor ebbs in a great tidal wave 
of investment activity. Relatively minor open-market opera- 
tions m both these periods were given more credit than was 
warranted for the resumption of recovery to still higher levels 



MONETARY POLICY IN THE DEPRESSION 


75 

The apparent success of these mcRsures distracted attention 
au'ay from tlie deeper causes of the sustained prosperity of the 
twenties the powerful upsui^e of investment activity in 
building and in a half-dozen growing industries especially re- 
lated to the automobile and electrical industries. Like Ros- 
tand’s Chantcclcr (with his faitli in die causal connecdon be- 
tii’cen his morning crowing and tlie rising sun), monetary 
enthusiasts watched with satishicdon the apparently favorable 
results of monetary policy. But most economists, while not 
overlooking the usefulness of open-market operations, re- 
mained skeptical of far-rcacliing business cycle consequences, 
and some stressed the deeper factors of technical progress and 
investment opportunities. Central bankers themselves, while 
studying the new monetary experiments, were not too sure 
what resulu might with confidence be expected. On the whole, 
however, hopes ran high that a large measure of stability could 
be achieved by purely monetary devices. 

The Reserve System had been established on the commer- 
cial banking theory. The member banks ideally were to ex- 
tend credit only on the basis of self-liquidating loans. They 
were to "monetize" the credit of producing and marketing 
units. Bank loans were to finance goods during die process of 
production or marketing. And when the process was com- 
pleted, the sale of the goods would supply the funds to repay 
die loans. Thus, the process of production would be facili- 
tated by bank credit accommodation. But investment in plant 
and equipment ought to be financed, it was believed, from 
savings and not by die banking system. Unlike the neutral 
money proposal of Hayck, the commercial ciedit theory held 
that bank credit might legitimately finance the current pro- 
duction and might expand as such production expanded. The 
"neutral money" dieory, however, held diat bank credit ought 
not to be pcnnitted to finance inventories any more than fixed 
capital. Bodi dicories, however, agreed that fixed capital in- 
vestment should be financed from savings and not from bank 

credit. , , ^ . 

In practice, however, die member banks were not able to 
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live up to the rigid standards imposed by the coTrimei<'ia1 
banking theory. Cornmerrial loan< o£ the self-liquidating type 
were not available in sufficient quantity. Hence, banks turned 
increasingly to other assets. Thus, the investments of member 
banks increased fiom about six billions of dollars in 1930 to 
about ten billions in 1929. The exigencies of war finance 
more or less forced this developuient not long after the Re- 
serve System was established. Loans on government securities 
and bank purchases of governments and industrials thus be- 
eame established practices. After the war was over, the policy 
of the Board was at first directed toward achieving a return 
to purely commcitlal banking practice. But this policy failed, 
simply because it did not square with the facts. Business rvas 
increasingly so oig-tuired that bank loans were less necessary. 
Banks-rveie forced to employ an inci easing part of these funds 
in long-teiiu investments or in loan? based on securities. While 
the Fedeial Reserve Banks were forbidden by law to redis- 
count investment paper, the law did not prohibit member 
banks fiom acquiring security loans and investments. Thus, 
regardless of what might be regarded as desirable practice, the 
Board recognired that it had no power to hold the banks to 
self-liquidating loans. 

In the famous 1923 Report of the Board, it was argued that 
open-market opemtions of the System should be managed with 
an eye to the general credit situation. Ctonceitr was felt not 
only for the quantity of credit, but also for the uses to which 
itrvM put. Esperially, it was felt that “speculative" uses should 
not be encouraged. Speculative activities were broadly con- 
cerved to include not merely stock market opciations, but also 
eccessiye accunulation of inventories and abnoi...al sputU 
in rapital expenditures, foreign exports, and consumer in- 
^ ment credit The wave olf speculative activity in the stock 
market in the late twenties berame the occasion of grave 

RnarH **' cxtTavagant propol lions. The 

w adequate funds toward production 

and to check speculation. But it had no effective power to deal 
with the situation. The ease of capital flotations undoubteSy 
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carried the investment boom fartlier than was economirally 
justified. Eiiors of optimism played a role in pushing invest- 
ment to a higher degree of saturation than would otlienvise 
have occurred. This much may be gidnted to those who stress 
tlic importance of monetary policy. But, on tlie other side, it 
should be underscored tliat had banking policy successfully 
stopped investment plans short of the enors engendered by 
the monetary situation, a true investment saturation would 
nevertheless have been reached, leading to a deep depression. 

The failure to check tlie speculative movement revealed the 
essential weakness of monetary policy, even as a device to 
check the boom. It tvas not possible, by means of Central Bank 
control over cicdit, to ensure adequate funds for productive 
uses and to choke off funds for speculative uses. The geneidl- 
ized controls ivere not adequate. Tightening the money mar- 
ket only meant that tlie stable nin of industries were checked, 
while the speculative parts of the economy forged ahead, lured 
by prospects of profits far in excess of the cost of money. Thus, 
tlie conviction grew that more direct methods such as the 
control of margin requirements on collateial loans were 
necessary if tlie speculative sector were to be brought under 
control. 

With tlie coming of the Great Depression, attention was 
necessarily directed toward tlie problem of checking the de- 
flation and promoting recovery. Toward this end, discount 
rates were reduced. But this availed but little, since, under the 
process of liquidation and debt cancellation, banks strove to 
reduce their borrowings at the Reserve Banks. Fedeial Reserve 
credit declined from around $1.5 billion in igzS-ag to around 
§1.0 billion in igso-gi. This contraction occurred despite 
tlie fact that the sharp reduction in rediscounted paper w^ 
in considerable mc.'isurc offset by open-market operations in 
early iggo. This purchase of United States securities helped 
(a) to cushion the stock market ciash, (b) to supply the increas- 
ing demand for currency and gold, and (c) to enable the banks 
to reduce their indebtedness to the Reserve Banks wthout 
effecting too drastic a decline in member bank reserves. 
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With the British abandonment of the gold standard in 
1931, member bank boiiowing at the Reserve Banks sharply 
increased. Moreover, after tlie Glass-Steagall Act of February, 
1932 had freed the gold (in excess of the minimum 40 per 
cent requirement) formerly held to secure the Federal Reserve 
notes, the System was able to extend greatly its open-market 
operations. Over a billion dollars of government securities 
were purchased in 1932. Thus, the total Fedeial Reserve ciedit 
was increased from less than one billion dollars to about $2.2 
billions, thereby creating for the first time a large volume of 
excess member bank reserves. This action helped the banks 
to weather for some time the successive liquidation crises. 
Eventually, however, the tenific decline in security and real- 
estate values, the increasing volume of frozen loans, together 
with the continued ivithdrawab of deposits, forced die tem- 
porary closing of all the banks and the liquidation or reoigani- 
zation of the weaker members. 


By the end of 1933 the banks had repaid most of their bor- 
Toivings at the Reserve Banks. Federal Reserve holdings of 
government securities were now increased to nearly §2.5 bil- 
lions and these constituted from now on almost the whole of 
the earning assets of the Reserve Banks. In consequence of 
^ese open-market purchases, member bank excess reserves 
inueased to nearly one billion dollars. Beginning with 1934 
the excess reseives were progressively aug.uented by gold im- 
ports, unnl at the beginning of 1936 they amounted to about 
three billion dollars. The combined progi.im of gold steriliza- 
tion and raising the reserve requirements cut the excess back 
to well under a billion in midyear 1937. The reversal of this 
progiam, in the form of approximately a one-eighth reduction 
m die reserve requirements, and especially in the release of 
the sterilwed gold, togedier with additional gold imports, shot 
exce« reserves back to three billions by the midyear mgR The 

?«e the Munich crisis ra Jd excess 

resei ves to six billions by the middle of 1940 

of InM development was mainly the result 

of gold imports into the United States. While deliberate Gen- 
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tral Bank action would doubtless never have pushed an 
money policy to such extremes as we have recently experi- 
enced) the outcome, more or less accidental, has given us a 
striking laboratory experiment. We have been privileged to 
observe what contribution can be made by the utmost limit 
oE Central Bank action toward economic recovery. 


Cheap Money 

The result is very illuminating. The rate of interest on 
Treasury bills has fallen close to zero fiom tire level of 41/g to 
5 per cent in 1929. Short-teriu commercial paper and trade 
acceptance rates would have followed a similar course had 
not tire banks, by collecrive agreement, fixed the rate at 1 per 
cent. The yield on Treasury notes fell from around 3 per cent 
in 1933 to one half of 1 per cent in 1939. Commeicial loan 
rates of city banks fell from 41/^ to 5 per cent in 1932 to 2J4 
per cent in 1938. United States Government long-teim rates 
fell fiom 4 per cent in 1929 to 2i/i per cent in 1939 and just 
over 2 per cent in 1940. High-grade corporate bond rates fell 
from 4 ^ per cent in 1 929 to 3 per cent in 1 939. 

A characteristic of ■what may be regarded as a nomial, cycli- 
cal interest-rate patter n is the narrotving of tlie spread be- 
tween shoit-tcrrri and long-teiiri yields as recovery develops. 
In an intense boom the short-term rate may even rise above 
the long-tcrrn rate, while in deep depressions the shorl-terur 
rate is normally far below tlie long-teirn rate, and, indeed, in 
extraordinary depressions approadics the zero limit. Thus, 
tlie intensity of a boom can be meamred, in a degree, by the 
relation of die short-tcmi rate to the long-terrii rate, and simi- 
larly the intensity of a depression. 

But tills pattern is by no m<*an'i fixed, since numerous fac- 
tors operate to modify and distort it. Under certain conditions 
it is not impossible that a fairly high level of prosperity may 
be reached with short-temi rates rising scarcely at all. This, 
indeed, was the case in 1937 again in 1939-40. There 'was 
no strong, surging investment boom adequate to absorb all 
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of the funds available in the long-temi capital market. Thus, 
boi rowers were not compelled to go to the banks for funds on 
a scale adequate to mop up all, or even any appreciable L ac- 
tion, of the surplus funds available in tlie banking system. 
This condition was caused: (i) partly by the mcagemess^ of 
private investment outlets, particularly in residential housing 
and in public utility and manufacturing plants; and (2) partly 
by the abnormally laige banking resources created: (a) by the 
vast inflow of gold, and (b) by the new money cicated by tlie 
issue of silver certificates. 

The extraordinary willingness to hold ra<h in recent years 

a function partly of the greatly increased supply of money, 
partly of increased risk and uncertainty throughout tlie world, 
and partly of inadequate investment outlets has affected 
profoundly the short-teim rate and the rate on gilt-edged se- 
curities. 

The areas in the interest-rate structure tliat can be reached 
by Central Bank policy are tire short-term rates and the gilt- 
edged, long-teiifl rates. But they arc not tlie only arc-as, very 
probably not even the most important ones. Low interest 
rates in these areas do indeed "spill over," in a mCtasurc, into 
other areas, but not very effectively. The interest-rate struc- 
ture is not as fluid and flexible, nor are tlie various parts in as 
sensitive intei(.onnection as has frequently been supposed, or 
as one might wish for. The flooding of the banking system witli 
excess reserves ran bring tlie rates down in the are.as enumer- 
ated above, but it has little effect on real-estate mortgage rates, 
the more speculative securities, or on commercial or personal 
loans in tlie smaller cities and rural commuhitics. Six and 
even 8 per cent remains the traditional rate for small bonow- 
ers outside of tlie larger cities. “In 1938 about one-fifth of all 
member banks received on the average more than 7 per cent 
on their loans, and the proportion must be larger for non- 
member banks." * 

« Woodlief Thomas: "The Bnnk, and Idle Money," FedenI Rese.ve Bulletin, 
Match, 1940, p. 197. See alto E. A. Goldcnwaiwr, "Cheap Money and the Fed- 
eral ResCivc Syst™," Federal Bulletin, May, 1940. 
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Thus, for the extremely important area of residential build- 
ing, for the general run of intciiucdiate and small-scale enter- 
prise, for the more risky ventures, and for small cities and com- 
munities, clicap money in tlie banking systein offers no ade- 
quate remedy. For these areas fantastically high excess reserves 
and a high degree of bank liquidity are apparently of little 
avail. 

The inadequacy of Central Bank action in these important 
areas forced tlie development of other types of institutions 
designed to cope directly with the problem. To this end, 
scores of governmental corporations have been oigonized. 
Tlicsc include the various lending agencies now grouped 
under ilic Federal Loan Agency. The R.F.C., from February 
2, 1932, to December 31, 1939. poured altogctlier $4,075,000,- 
000 into the banking system, including loans to open and 
closed banks to meet depositors’ claims and purchase of pre- 
feued stock to bolster up weakened bank capital structures 
To railroads with weakened credit it has made loans aggic- 
gating $1,372,000,000. In addition, $ 2 , 443 '°°®*®®® 
vanced for tlie benefit of agriculture, including loans on 
cotton, com, tobacco, and other commodities, loans to agri- 
cultural and livestock credit corporations, and other aids to 
agriculture. Loans to business enterprises amounted to $519,- 
000,000, and $1,032,000,000 was advanced to self-liquidating 
public projects.^ Altogether, $10,627,000,000 has been loaned 
or invested by action of the Directors of the Corporation and, 
in addition, $2,921,000,000 by direction of Congress in allo- 
cations and loans to various governmental agencies and for 
relief. The Fcdeial Fami Mortgage Corporation and the Fed- 
eral Land Banks have refinanced about two billion dollars of 
faim mortgages. This action had tlie combined effect of low- 
ering the debt charges to overburdened bouowers and of pro- 
tecting the lenders banks, insurance companies, and o*er 
investors who were caught with sour mortgages on their 
hands. In a similar manner, the Home Otvners’ Loan Corpoia- 

« See article by Emil Schram, Chnlrmnn of the Board, Reconjtruction Finance 
Corporation, in Briiannlca, 1940 Yearbook- p. 574. 
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tion rpfinanced about three billion dollars of fiozen urban 
mortgages. All these salvaging operations were imporiant in 
order to start again a flow of expenditures on current pro- 
duction, whether of consumption or investment goods. 

In addition, ceiLain lending agencies, such as the Rural 
ElecUification Administration, made funds available directly 
for new investment. Further, the Fedeial Housing Adminis- 
tration, by guaranteeing loans on residential construction, 
encouraged banks, insurance and other financial companies 
to enter a field where, without a guarantee, they would not 
venture without demanding rates so high as to preclude will- 
ingness to boriow. 


These lending agencies supplement in an important man- 
ner the Central Bank devices, effective only in restricted areas, 
to reduce the rate of interest. Both of these mechanisms 
Central Banks and goveiument lending agencies aim to 
snmnlate investment and consumption expenditures by mak- 
ing the teims of bonowing favoiable. Some of the agencies 
offer government fun^ directly to the boiiower. Others, like 
the F.H.A., tc.pt private funds into the field at rates that 
ran be borae by the bonowers through guaranteed financing 
on the principle of insurance. Thus, we have rvitnessed in 
the thirtiK a veiy broad supplementation of Central Bank 
pohcy designed to supply funds at low cost to the bonower. 

But the decade of the thirties offeu abundant evidence 
that cheap money alone is not adequate. Cheap money will 
not tempt boiiowen if there are not available reasonably 
satisfactory outlets for profitable investment. Cheap money 
ran encourage investment if conditions are favorable. But it 
will not of Itself produce an adequate volume of investment 

or which has at least been heavily reinforced. Lorn the ex- 
perience of the ihirties. - um me ex 





Chapter IV 

FISCAL POLICY IN THE RECOVERY 


R ecovery from the deep depression of 1933-33 pro- 
ceeded by fits and starts, but on the svhole at a fairly 
> satisfactory rate, until 1937. The speed of the recovery, 
up to tliis point, svas clearly one of the most rapid in our his- 
tory, and probably about as rapid as tlie economic organism 
could digest. The recovery was, moreover, one of the longest 
in American experience. 

In 1937, hou'cver, tlie recovery was checked at a point 
barely exceeding tite jgsg total output level, but about 7 per 
cent below igsg in terms of per capita output, and far belosv 
1 gsg in tci ms of the degree of full employment reaclted. Thus, 
before a full recovery was reached, a major depression was 
allowed to develop until well into 1938. In the second quarter 
of tliat year tlie tide was turned by a positive progi.im of fed- 
eral expenditures, and by late 1939, stimulated by the war, 
the 1937 level was recovered, but no new ground conquered. 
In broad outlines, tlie recovery made satisfactory progress un- 
til August, 1937, and since then has been opeiating at about 
70 to 80 per cent of reasonably full employmenL 
A combination of circumstances produced the depression 
of 1937. A part of these could have been avoided, but in part 
iVwas a nouiial reaction horn a prolonged upswing. With re- 
spect to the mistakes made, careful account should be taken 
of tliciu for future guidance,* and eveiy effort made to avoid 
them. Some (for example, die labor difficulties) were related 

I See my discussion ot the cans” o£ the 19J7 depii-slon In Full Rewery or 
Slagnnfiont, W. W. Norton and Co., 1938, Part IV. 
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to fundamental changes which the American economy was 
undergoing. But whatever the causes, once the downturn was 
started, it was a mistike to permit an acceleration of the re- 
cession and to countenance contraction at just the point when 
vigorous expansion should have been undertaken. If a bold 
progi.,m of federal expenditures had been undertaken in 
September, 1937, when danger signals were suHicicntly in evi- 
dence, tlie precipitous stock market cuish of October could 
have been largely averted, and tlie recover)- pushed fonvard 
after a moderate and wholesome (in terms of tlie cost-price situ- 
ation) setback. Federal expenditures on useful public projects 
should have been shot up, in fiscal 195S. §2 to $3 billions in 
excess of the 1937 level or, in other words, to $10 or §1 1 bil- 
lions. We may remind ourselves tliat $ 1 3.5 billions is the figure 
contemplated for the fiscal year 1941. Had the defense pro- 
gi.im, or something equivalent, been started in Uie autumn 
of 1937, the national income could have been lifted to §85 or 
$go billions by 1940. 

Expansionist Program vs. Salvaging Operation 

Despite tlie fairly good showing made in the recovery up 
to 1937, the fact is that neither before nor since has the ad- 
ministration pursued a really positive expansionist pro^i.im. 
Until 1936, public works outlays * fell far short of the level of 
the twenties, and since dien have only slightly exceeded that 
level. For the most part, the federal government engaged in a 
salvaging progi.im and not in a proguim of positive expan- 
sion. The salvaging pro^iam took the foini of refinancing 
urban and rural debt, rebuilding the weakened capital struc- 
mre of tlie banks, and supporting railroads at or near bank- 
ruptcy. As we have seen, the Reconstruction Finance Corpora- 
tion, the Home Owners’ Loan Corporation, and the Faim 
Credit Administration poured §18 billions into these salvag- 
ing operations. The fedetal government stepped into the 

* Account is here taken of all public «-orks, federal, state, and local, redcral 
public works, of course, ran much higher than in the twenties. 
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breach and supported the hard-pressed state and local govern- 
ments again a salvaging opeiation. One has only to consider 
tlie Items accounting for the incrense in recent years in the 
fedcial budget to see how true this is. Unable to cany the re- 
lief burden and to continue a nouual proginm of public works, 
tlie local units turned to the fedeial government. From 1934- 
39 inclusive, $13.8 billions of the federal deficit of ?i8.y bil- 
lions is accounted for by the single item of unemployment 
relief. Other items wliich greatly relieved the fiscal position 
of local governments ivere the Agricultural Adjustment pro- 
gn»m, involving e.vpenditures of $3.2 billions, and public 
works (largely as gumts-in-aid or as substitutes for diminish- 
ing local outlays), amounting to §5.4 billions in the same 
period. 

That a salvaging progicim of this magnitude was necessary 
was, of course, due to tlie unprecedented depth of the depres- 
sion reached by early 1933. An important lesson that we ran 
leam from this experience is die waste of funds for salvaging 
purposes which must be incurred if a depression is allowed to 
cumulate until the national income is cut in two. Under such 
circumstances die economy dries up like a sponge. Vast gov- 
ciiimental expenditures, designed to float the "sponge" to a 
high level of prosperity, are instead absorbed by the sponge 
itself. The expenditures seemingly run to waste. This is the 
salvaging process. Only when the economy has become thor- 
oughly liquid can further funds float it to higher income lev- 
els. A deep depression requires vast salvaging expenditures 
before a vigorous expansionist process can develop. 

(^It is evident that governmental expenditures during the 
thirties were not of a cliaracter well calculated to take the 
place of private investment as a means to stimulate employ- 
ment expansion. The deficit ivas not the result of a long- 
range progiam to fill die gap left by the receding tide of 
private investment. The spending was rather of an emergency 
type forced upon the government by reason of (1) the disuess 
of unemployed urban workers, (a) the distress of fawners with 
declining income and overburdened with debt, (3) the weak- 
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ened capital position of banks, railroads, and otlier industries, 
and (4) the weakened fiscal position of state and local goveiu- 
ments.^ 

In the early stages of the depression the local governments 
were forced to bear the brunt of the onrushing deflationary 
movement. In 1930-31 they made considerable loan expendi- 
tures for relief and public works. State and local outlays for 
construction and maintenance of government plant averaged 
over §3 billions in 1930-31. By 1932, however, the resources 
of the local governments were largely exhausted, and a sharp 
uuiiailment set in. Federal expenditures on construction and 
maintenance did not, however, take up tliis slack until as late 
as 1936. 

Table V 


Outlays for Construction and Maintenance of Public Works * 
(millions of dollars) 


Total gov’t 
Year public works 


State and local Federal public works 

funds expended and federal aid 

on public works to local units 


1939 

3.309 

2.95a 

1930 

3.733 

3.288 

1931 

3.424 

2,884 

1932 

2.539 

1.949 

193s 

1,918 

1.133 

1934 

2.474 

1,208 

1935 

2,548 

1.125 

1936 

3.496 

1,316 

1937 

3,329 

1.391 

1938 

3.711 

1,612 


357 

445 

540 

590 

785 

1,266 

>.433 

2,180 

1,938 

2.099 


From the above table it is evident that die rising federal 
oudays were quite inadequate undl 1936 to hold total gov- 
ernment construction to the predepression level. Total out- 
M ^939 level in 1933, and 

J a judgment 
of the efficacy of die federal public works program in die 

« T.N£.C. Heanngs, Part 9. Savings and Investment, p. 4064. 
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years 1933-35. one must take cognizance of what iras hap- 
pening to state and local outlays on construction. The fedci^I 
goveinment only helped to hold back tlie receding tide. Gov- 
ernment as a whole made no positive contribution, through 
public works, toward recovery. 

Had it been possible to maintain private fixed capital in- 
vestment, including producers’ plant and equipment, resi- 
dential and private nonprofit construction, at the §14 billion 
level of the period 1935-29, it is rcs'tonable to suppose that 
stitc and local construction would have remained high and 
that die total national income could have been sustained. The 
mc.isure of the decline in private investment in the thirties 
indicates the magnitude of die task confronting the govciii- 
ment. 

The following table gives the deficiency of private invest- 
ment expenditures below the $14 billion level, together with 
the induced deficiency of consumption, in each year of the 
decade in temis of current dollars. 


Table VI 


(Billions of dollars) 


Year 

>930 

« 93 » 

>932 

>933 

>934 

>935 

> 93 ° 

1937 

>938 

>939 

Total 


Private Investment Consumption 

Deficiency below the Deficiency below Vie 

jp2S-‘9 °f level of fiyo billion * 


? 3-4 

50.9 

7 -> 

13-7 

10.5 

25-5 

11. 1 

37.7 

10.1 

20.3 

8.7 

17.8 

6.8 

11.1 

4-5 

7-9 

6.8 

12.4 

5.6 

8.6 

$74.6 

$145.9 


4 U should be noted, ot couise, that in real te-s the dehrieney tras much 
smaller thm this— indeed, had been wiped out by igST- 
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Over againct deficiency of private investment and con- 
sumption. let us consider the record of the fedei-1 budget 
during the decade. The foUowing table gives die expendi- 
tures. tax receipts, and deficits in each fiscal year in the decade. 

Table VII 

Fiscal year Federal Budget, 1931-40 (billions) 

ending June 30 Expenditures Tax Receipts Deficit 


i 93 > 

$ 3-7 

$ 3-2 

$ 0-5 

1932 

4-5 

2.0 

2-5 

1.8 

1933 

3-9 

2.1 

1934 

6.0 

3 -> 

2-9 

1935 

7.0 

3-8 

3-8 

1936 

8.7 

4 -> 

4.6 

>937 

8.2 

5.0 

3-2 

>938 

7 -* 

5-9 

1.3 

>939 

8-7 

5-2 

3-5 

>010 

9.0 

5-4 

3-6 

Total 

$66.9 

$ 39-8 

$27.1 

Annual average 1931- 

40 (10 fi<ical years) 

$ 6-7 

$ 4.0 

$ 2.7 

Annual aveiage 1926- 
30 (5 fiscal years) 

$ 3 -* 

$ 4.1 

$ 0.9 (surplus) 


During the first three y«^TS of the depression, federal ex- 
penditures continued, for the most part, along traditional 
lines at approximately the usual rate to which they had set- 
ded down in the twendes. It is true ibat in the fisral year 
1931 public works had incrrased to $421 millions, and loans 
amounted to $263 millions. In the fiscal y^ar 1932, owing es- 
pecially to the financial difficulties encountered by the banks 
and the railroads, loans incr»*ased to nearly $873 millions. In 
addidon, fedeial public works were expanded to half a billion 
dollars, about double the level of the late twenties. In the next 
fiscal year total expenditures were reduced by $700,000,000 
and, except for public works amounting to $472,000,000 and 
loatK of $181,000,000, were close to the predepression level. 



FISCAL POLICY IN THE BFCOVERY 


89 

Tlius, during the first three years of the depression theie oc- 
curred an aveiage increase in public works and loans of nearly 
$700 millions per annum. These items account almost wholly 
for the increase in total expenditures to S4.0 billions, com- 
pared witli $3.2 billions in 1926-30. 

From 1933 on, the picture is changed, mainly by: (1) an in- 
crca.se in public works expenditures from an average of $464 
millions in 1930-33 to $940 millions per annum in 1934- 
40; ‘ (2) relief expenditures (including direct relief, work re- 
lief, W.P.A., C.C.C., etc.) which had giown from zero in 1930- 
32, and $360 millions in 1933, to $2,243 millions per annum 
in 1934-40: and (3) tlie Agricultural Adjustment progum, 
avciaging $592 millions per year. Together, these three items 
account for $3.8 billions, or a half of tlie $7.8 billions annual 
expenditures in tlie period i 934 “ 40 - They account for prac- 
tically all of the excess expenditures of tliis period over the 

average of tlie period 1926-30. 

It is evident that the major effort ivas directed toward sal- 
vaging human and capital resources. Altogether, 
nose, direct federal expenditures amounted to $26 billions 
during 1934-40, while indirect expenditures Uirough govern- 
mental agencies account for some $18 billions. 

Tax receipts averaged in the tliirties almost exactly the s:>mc 
as in tlie fiscal yean 1926-30, while expenditures averaged 
S9.r, billions more per annum. Thus, tlie federal goveiiiment 
poured $6.7 billions per year into the income stream and took 
back $4.0 in the foi... of toxes, the "net contribuuon meas- 
ured in this crude manner being $2.7 billions per 
somewhat more refined, but still not satisfactory, 

method of measuring the net contribution of federal ^v 
eiument to tlie money flow lias been attempted by Marun 
Krost. According to this calculation, the net 
tion of the federal government m 1931-40 ivas $2.66 billions. 

. loans declined fro.., 5«9 

‘".r Xrt made to eUndna.c frou. «pc« it™ ^ did not 
enlarge the income itre-m, and Lou. the tax rccc 
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While there are important HifFerences from year to year, the 
average for the entire decade scarcely varies at all from tlie 
average excess of all expenditures over all tax receipts. 

The so-railed “net contribution" of tlie govemtnent may 
be regarded as similar to private investment expenditures 
in so far as hotlr are offsets to saving. It is important, however, 
to take the “net" figure rather than total expenditures, for 
the reason that a_ part of government expenditures are 
financed ftom funds which are taken Iiom die consumption 
and not from the savings stream. In contrast, private invest- 
ment expenditures are in the usual rase financed from the 
savings stream or from new bank funds. These funds ordi- 
narily are not abstracted from consumption. But the statisti- 
cal materials necessary to get the ideal "net contribution" of 
government are not available. The calculation as currently 
made is an understatement It is, at any rate, clear that we 
have no right to fake all of the governmental expenditures 
and regard them (along with private investment) as income- 
produring expenditures that offset saving. Nor can we take 
as a satisfactory measure the capital expenditures (public con- 
struction) of the goveiiiment This is true for the reason diat 
such expenditures may be financed from consumption taxes 
and, thciefore, may not foim an outlet for saving as private 
construction does.’ 

There is, moreover, a very important difference between 
various kinds of governmental expenditure’s with respect to 
Aeir potency in geneiadng employment and income. As we 
have already indicated, the major new expenditure by die 
federal govei..ment was made in the foiui of relief. Such ex- 
penditures, especially in a period of general depression, are 
likely to be less effeedve in raising income and employment 


Thus, ihe "net income-cculing expend!- 
‘hat make a positive contributL to 
the mmu.e sue-m minus total taxes which abstract from the income stream 
It IS, of eourse, a coinadence that, when one takes all governmental bodies 

fo-called “nel mntribS 

($20.5 billions per annum) was not very diilcrent in lono-iin fr, ,v.« 
annual volume of public »nstruetion7f slerWUiuns.®®® 
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than expenditures on public works. TJiis tlicsis, to be sure, is 
often denied. It lias been ai^cd by some that relief expendi- 
tures arc more potent because the funds are paid out to vet y 
needy individuals wlio will at once spend all, or nearly all, of 
it in the consumers’ market and thereby at once, and to the 
fullest extent, stimulate employment and output. It is also 
said that, in the cisc of public works, the money is paid out to 
contractors who will use some considerable part of tlic money 
to pay off debts at the banks, or liquidate other indebtedness, 
and, in part, will simply hold the funds idle. Thus, it is said 
tiiat the commodity market and employment are stimulated 
less in the c.ase of public works. 

Some conimcnts with respect to this controversy arc perti- 
nent. In the first place, it should be noted that, while the utili- 
zation of the funds paid out in titc commodity market is, in the 
Tint instance, quicker and more active in the c.ise of relief 
payments than in the rase of public works, this fact is true only 
for the first round of expenditures. Once the reliefers have 
bought goods at the stores, the storekeepers trill use the money 
in the .second rotind of expenditures, partly to liquidate debt 
.and, in part, to hold funds idle. In the second and subsequent 
rouncLs of expenditures there is no clear presumption that one 
CISC is different from the otlicr. Thus, this part of the argu- 
ment, while valid up to a certain point, can e-asily be greatly 
cx.aggcrated. On the other h.and, more important, I tliink, is 
the dilTcrcncc in die induced consequences of tlic two kinds 
of expenditures upon investment and employment. In die 
rase of relief expenditures, die .additional purchases by re- 
liefers is relatively small compared to the karge volume of con- 
sumpiion expenditures made by die community as a whole, 
even in periods of deep depression. The .addition.al purchases 
arc sprc.ad very thinly over the vast consumption industries, 
thus giving very little stimulus to increased output, and are, 
therefore, likely to induce hardly any increase in employ- 
ment. This is true because there is siilficicnt slack in the con- 
sumption industries to peiuiit die additional output avithout 
Laking on additional workers, and frequently even widiout 
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increasing part-iime einployment. Thus, the induced ciu- 
ployment from relief expenditures is likely to be veiy insig- 
nifirant. 

On the other hand, public works expenditures are likely to 
have a much gieater induced effect on employment, for tlie 
following reasons. In a period of serious depression, it is the 
constructional and heavy industries tliose relating to fixed 
capital production which are seriously depressed. Employ- 
ment has fallen to a mere fraction of the level reached in the 
boom, and construction and heavy industries output is at a 
low capacity level. Many constructional companies have gone 
into bankruptcy and passed out of tlie picture. Many heavy 
goods industries are largely shut down, and in these even re- 
placement capital expenditures are likely to be running at a 
low level. But when orders come in for construction projects, 
workers are re-employed and the plant is reconditioned. 
Public works expenditures of §4 billions or §5 billions would 
have a tremendous effect upon re-cmplojinent and upon 
capital expenditures. It should be noted that an c.xpenditure 
of the magnitude of §4 billions to §5 billions is fairly large, 
even in relation to total fixed capital construction in boom 
rimes. From 1925 to 1929. private fixed capital investment, in- 
cluding plant, equipment, housing, and nonprofit construc- 
tion, amounted to $14 billions per annum. Thus, an injection 
of fioui $4 billions to $5 billions of public works would repre- 
sent a rwiiy ijrgg gg^re relation to even prosperity levels 
of activity in the capital goods industries. On the other hand, 
as noted above, a similar amount spent on relief is a very small 
proportion of the total consumption expenditures. A public 
works proginm of r<*latively modeiate proportions will, there- 
fore, induce a veiy large increase in eniployment in tlie con- 
struction and heavy goods industries. Thus, die leveiage effect 
works progi^m on employment, taking account 
dvely investment repercussions, is rela- 

The magnitude of public expenditures, whedier for govern- 
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mental capital projects or for community consumption, re- 
quired to counteract a depression as intense as that of the early 
thirties is enormous. If we underestimate the task to be per- 
formed, we arc prone to disappointment over quite inade- 
quate efforts from which too much was expected. The task con- 
fronting any government intent on a vigorous antidepression 
policj' in 1930-35 can be gleaned from Table VI on page 87, 
giving the decline in private outlays on plant, equipment, and 
housing, including private, nonprofit construction. 

Ot would not have been necessar)' for the government to fill 
the entire gap left by the receding tide of private investment. 
Yet in the c.irlier yc.in 1930 and 1931 — it is probable that, in 
order to have prevented any considerable decline, the outlays 
would have had to be approximately equal to tlie decline in 
private investment. It is a great mistake to assume, as some 
have, that a mere announcement by tlie govciument that it 
ivill fill the gap if private enterprise failed to do so would 
aTone be sufficient, and tliat tlicrefore very small expenditures 
would, in tact, be necessar)’. This overly optimistic view fails 
to take cognizance of the high degree of saturation reached by 
private investment at the end of a major boom. Private in- 
vestment, on tlie scale of the late twenties, could not uninter- 
ruptedly have been maintained, even on the basis of favor- 
able expectations with respect to vigorous government action 
and reasonably satisfactory maintenance of the national in- 
come. Not until depreciation, obsolescence, g«owth of popula- 
tion, and new technological developments had again enlaiged 
the outlet for private investment could the govcniment safely 
assume that private investment vrould again become ipason- 

ably adequate.) ^ . 

But one can also exaggerate the govcniment’s load. This is 
true for the reason that vigorous governmental action (for 
example, in 1930 and 193O could have stopped tlie secondary 
cumulation of the deflation, mile large private outlays on 
new investment could not have been expected in the pariy 
thirties, the disinvestment which occurred could have been 
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largely prevented. Had the government stepped into the 
breach and maintained the national income on a moderately 
high scale, private capital expenditures would not have fallen 
anyivhere near as low as they actually did. For tliese reasons, 
had the goveniment decided to take vigorous action, the gap 
left by the declining private investment in 1930-35 would 
have had to be filled only in part by the governmental out- 
lays. 

It is in the first years of a depression that especially vigorous 
governmental policy is necessary.* Bold action at tliat stage can 
prevent the drastic disinvestment which the cumulative 
secondary deflation will surely bring if it is allowed to run its 
course. Moreover, if the secondary deflation can be prevented, 
it will not be necessary later to engage in large salvaging opera- 
tions, which, valuable and necessary though they be, must 
nevertheless yield disappointing results from tlie standpoint 
of the goal of a positive recovery. 

Not only are the timing, magnitude, and character of c-x- 
penditures important; equally significant is tlie manner of 
financing. New and burdensome consumption taxes were im- 
posed both by the federal government and by state and local 
units in the thirties. Federal consumption-tax receipts in- 
Lieased from $1.1 billions in 1933 to $2.s billions in 1935. To 
this was subsequently added the social security pa^Toll taxes. 
The local goveiumental units resorted more and more to con- 
sumption taxes, until by 1938 tliey were collecting §2.5 bil- 
lions from these sources, not including the unemployment in- 
surance payroll taxes. Consumption taxes are repressive in 
character and tend to place a drag on recovery. 

Thus, to Slim up, various factors tended to reduce die ef- 
fectiveness of the fiscal recoveiy progiam as it actually de- 
veloped. T arge expenditures of a purely salvaging character 

® There weie, oE coune, peculiar dilfimUics in the early thirties. Tied, as 
the leading countries »c,c, to the gold s'nndard, u«.pansionist policy trould 
have had to have been engaged in simultaneously by many countries to be 
rally effective. Separate action by one country alone on a large scale would 
have necessitated abandonment of the gold standard. In the state of public 
opinion in the early thirties, th« was dearly impossible in the United States. 
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had to be made, especially in 1933-35- The gross inadequacy 
of public ivorks expenditures forced undue reliance on the 
less stimulating relief expenditures. And, finally, a drag was 
placed upon recovery by reason of die incre-Tie in consump- 
tion taxes. 





Chapter V 

RECOVERY IN GREAT BRITAIN 


I N a world in which intciiiational factors play so laigc a 
role it is somewhat astounding that two large trading 
countries could have had experiences so diverse as those 
of the United States and Great Britain in the two decades be- 
tween the ovo World Wars. In the twenties Great Britain suf- 
feied from chronic unemployment and lagged behind the 
geneiA world postwar recovery. The United States, on the 
other hand, enjoyed a prolonged boom. In the early thirties 
Britain escaped with only a moderate decline in income and 
employment, while the United States had her nauonal in- 
come cut to one half its foimer level. In die middle and late 
thirties Britain made a very satisfactory recoveiy, reaching a 
level of employment and produedon considerably better than 
that of the late twenties. The United States made a more 
rapid recovery percentage-wise, but, having fallen to a much 
lower level in the depression, did not achieve, in the first re- 
coveiy move.nent culminating in 1937, as high a per capita 
output as that of the late twendes anij continued to bee a 
vast unemployiuent problem. 

And Just as the unfolding of evenu was different, so also 
were the public policies pursued. Throughout the depression, 
with relatively unimportant exceptions, the British balanced 
meir national budget, while the United States throughout the 
depression and the recovery ran a large deficit. 


9* 
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Depression in England Relatively Mild 

In considering England’s budgetary position ^ during the 
depression, it is especially important to remember that her 
national income fell by only 15 per cent.® Moreover, Eng- 
land’s income and employment ceased to fall as early as 1931, 
leiiiaining at substantially that level tlirough the following 
tivo years. Owing to the comparative mildness of the depres- 
sion, she was able to balance her budget without making any 
important changes in expenditures and tax receipts. It is true 
that in the financial year 1931-32 additional income taxes and 
unemployment insurance contributions • were imposed, net- 
ting nearly £70 millions, while economies of about £60 mil- 
lions were achieved through reduction in unemployment 
benefits and other- economies. These are, however, relatively 
small figures in a budget of £725 millions. Broadly speaking, 
the budget was balanced without making any substantial re- 
ductions in the regular services and functions of govcioment 
and witliout raising the tax rates on ordinary sources of reve- 
nue. 


Unique Measures and Circumstances 

Without resorting to any drastic measures either of economy 
or of taxation, two measures, delibeiately undertaken, helped 
to ease the budget problem. On the one side, the service on 
the public debt was g*eatly reduced owing to the conversion 
opcmtions. A reduction in the rate of interest in a counUy 
having a large public debt can yield huge savings. The con- 
version operations contributed veiy gieatly toward balancing 

> Sec Ccoige "nic Budgetary Experience ot Great Britain in the Great 

Depri^tion," pp. lyS-xn In Public Policy, Harrard Univerity Pt^, tg 39 . a 
model of careful analyrli. I have drawn heavily upon Mr. JifrVs work, undcr- 
iifcr" at my susfi^Jtion. lor maierialt in this chapter. The reader is uiged to 
turn to his illuminating statement. , 

s See Colin aark. "Detc.iuination of the Multiplier fioni National Income 
Statistics," Economic Journal, September, 1938. . - j 

■ The Uncn'plojiiient Insurance Fund was inwX|H>uted into toe Budget 
in order to »avc xt Irora Tinjinriai 
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the budget. But it is necessary to note tliat this sort of measure 
is, of necessity, nonrecurring in character, and tliat, 
it cannot be used effectively in a country unless its public debt 
is so large that the service on this debt constitutes an im- 
portant fraction of the total budget. 

On the other side, the imposition of high customs duties 
in 1932 brought in additional revenues and, at the same time, 
stimulated investment in the protected industries. This also is 
a measure, like the conversion, which can be applied only once, 
and was, moreover, not open to a counU/ like die United 
States, which already had high tariff rates. 

Yet despite the contribudon made by the conversion opera- 
tions and die new protective tariff, die budget eould not have 
been balanced had England suffered a really serious depres- 
sion. Had the national income declined heavily after 1931, 
there can be litde question that the balanced budget program 
would have failed. And even had the national income con- 
tinued for sevei al years at the moderately low 1 93 1-33 level, it 
is doubtful whether a rigorous balancing of the budget could 
have been achieved without giowing public criticism. But by 
1934 recovci/ was under ivay, larger govenimental expendi- 
tures were thereby made possible, and so die strain was eased. 

In April, 1933, the London Economist, commenting on die 
budget situation, remarked that the Chancellor had been com- 
pelled 


to abandon budgetary purism — only to be inhibited by innate con- 
servative caution from the "expansionism” whidi is the only al- 
teinative to a ruthlessly logical, but politically impracticable de- 
flation of expenditure. ... To us the most disquieting aspect of 
Mr. Chamhcrlain's speech was the absence of any sign that tiie gov- 
emment even now appreciates that, unless the national income 
expands, a balanced budget on a £700 millions scale and tliat too 
after realiring all the possible savings from conversions and low 
interest rates becomes a patent impossibility. [Itie flhnnccllor] 
gave no indication that the Government are even thinking seri- 
ously of any bold scheme of housing or other productive “works.” 
... A Govciiiment which lacks the trill or the courage to stimu- 
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late economic activity by a bold loan policy outside the Budget 
gives tlie Budget-maker an impossible task.* 

It is important to inquire into the circumstances that ex- 
plain wliy the deflation stopped short at a decline of only 15 
per cent in the national income and why subsequently a 
strong recovery developed. It is generally agreed by English 
economists that the depreciation of the foreign exchange 
value of the pound in 1931, vis-i-vis the United States and the 
gold countries in Europe,* was an important factor in stopping 
the further fall in prices and income. The fiim adherence to 
the gold standard in these countries protected England from 
the danger of competitive currency depreciation. This enabled 
England to achieve an advantage in tlie world markets over 
her leading export competitors. On die other side, countries 
complementary to Britain Canada, Australia, New Zealand, 
Argendna, and Sandinavia depreciated their currencies and 
joined die so-called sterling bloc. This also was an advantage 
to England, Thus, England adiicvcd the best of two worlds: 
(i) an export advantage over comped ton, and (2) an improve- 
ment of trade dirough exchange stability with countries com- 
plementary to her economy. In this respect England occupied 
a quite unique position. No odier country in die world was in 
so favorable a position to profit, on die one side, from the un- 
favorable trade posidon of the gold standard countries and, 
on die other side, from die improved trading position of the 
agricultural and primary producing countries which had de- 
preciated their currencies. 

An important result of the depreciation of sterling was the 
earing of the money rates. Cheap money undoubtedly contrib- 
uted materially to die Bridsh recovery. Cheap money, as the 
American experience demonstrates, mnnot of itself produce 
a strong revival. If a country has just experienced a vigorous 
investment boom and the depression largely reflect a tem- 
porary saturation in plant, equipment, and housing, low 

< Quoted from JAszl op, eit., pp. 180-Si. 

5 Mainly France, nclgium, Holland, and Switzerland. 
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money rates tvill not avail. But England’s situation was dif- 
feient. The prolonged chronic depression of the decade of tlie 
twenties left England, by 1931, with a laige backlog of un- 
satisfied housing requirements. Moreover, for many reasons 
which we cannot here go into, British industry had not under- 
gone any such extensive "rationalization" as that experienced 
by American and German industries. Thus, England was ripe, 
by 1938-33. for a considerable investment boom. In the 
tiventies England had been starved, while the United States 
had been surfeited with capital or investment goods. 

The United States had ridden to high prosperity in the 
twenties on the tidal wave of rising new industries centering 
in and around the automobile. In the tw'enties England could 
see no solution for her lioubles except the recovery of her old 
position in the world market. She was looking to the revival of 
her old export industries. This proved a forlorn hope. In tlie 
thirties she turned to her home market. The Tariff Act of 
193a gave an impetus to important domestic industries. A 
free trade country like England tvas in a peculiarly favorable 
position to introduce a geneial protective tariff as a recovery 
measure. But, obviously, this remedy is of a nonrecurring 
character and could not be repeated as a regular recovery 
policy. Aided by a new protective tariff, England was able 
to build new industries tlie automobile, eleculcal equip- 
ment, elecuic power, and the chemical industries. In view of 
the quite difFerent investment possibilities, it is no mystery 
that cheap money worked in England but not in tlie United 
States. 

When British total output is segiegated into (a) output for 
the home market and (b) output for tlie foreign market, it will 
be seen that output for the home market was well sustained 
throughout the depression and increased by 50 per cent dur- 
ing the recovery. Output for the foreign market, however, de- 
clined heavily in the depression and never recovered tlie pre- 
depression level. Investment in industries catering to the 
home market and in residential structures constituted the 
core of British recoveiy. In this development tlie protective 
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tariff, as we have just noted, played a role. But it was also 
greatly encouraged by the quite phenomenally favorable 
tcijns of trade which the depression brought to England’s 
doorstep. England, as a great importer of foodstuffs and raw 
materials, proPitcd from the drastic world-wide decline in the 
prices of these commodities in relation to the prices of in- 
dustrial products. "The wage and salary earners of die nation, 
after buying dieir food, drink, tobacco, and clothes, had some- 
thing like £250 millions a year more left over in 1932 than in 
i924-a'7." ' In other words, the depressional decline in total 
payrolls ivas far more than offset by the decline in cost of liv- 
ing. Thus, the wage and salaried classes actually enjoyed col- 
lectively a larger purchasing power at the bottom of the de- 
pression than they had liad in the tiventies, and this increased 
sum was available for the purchase of domestic products. No 
other fact is more basic to an understanding of the causes of 
the British boom in housing and the new domestic industries. 

Thus, various favorable facton some accidental, others 
of a character which in the usual case could not be imple- 
mented as recovery measures combined to bring the bal- 
anced budget progiam through to a successful conclusion. 
The depreciation of tlie pound, tlie conversion operations, tlie 
cheap money rates, the protective tariff, the backlog of capital 
goods shortages inherited from the depressed twenties, the 
favorable tciins of trade must all be chalked down more or less 
to good fortune. In other circumstances the results might 
have been very different. 

British Budget Targe 

Finally, and of special significance for fiscal policy, is the 
role of tlie British budget in the maintenance of purchasing 
power during the depression and in the recovery which fol- 
lowed. The important fact about the British budget is not 
tliat it was balanced, but rather that it is a large budget the 
fact that a 

• The Economist (London), October s6. 1935. 
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very laige percentage of national income is taxed away and spent 
by the government. ... It is clear that the taxing away of sudi a 
large part of national income will have profound elTccts on the 
economic system — effects which will depend on the manner of tax- 
ation and on the way in which tlicsc funds arc spent. . . . We are 
broadly aware of the fact tliat die system of British public finance 
is cliaracterizcd by hea\7 progressive taxation and large expendi- 
tures on social services. The tendency of such a system would be to 
increase the share of consumption in national income and to de- 
crease the share of investment, thus adding to the stability of the 
economic system.’ 


A profound shift has occurred, compared with tlie prewar 
period, in the ratio of consumption to income, at correspond- 
ing levels of employment. The Colwyn Committee found that 
prewar savings amounted to £350 to £400 millions. Taking 
account of the rise in prices and the increased population, 
an equivalent volume in the middle twenties would have 
amounted to £650 millions. Yet die estimates of savings for 
the middle twenties suggested a figure of only £450 millions, 
or at most £500 millions. Thus, at the prevailing value of 
money, savings had declined by some £150 millions to £200 
millions.® Professor Pigou,* summarizing the data available in 
1927, found diat “as against 191 1, total savings fell from about 
sixteen per cent to twelve or thirteen per cent of the total 
social income. . . Colin Clark’s study of net investment, 
based on more adequate data, arrives at broadly similar re- 
sults. In 1907 net investment was 12.2 per cent of national in- 
come, 8.1 per cent in 1924. and 7.3 per cent in 1937.“ Accord- 
mg to the Report on Economic Conditions, issued by the Royal 
Economic Society, new capiuil issues declined from £308 mil- 
jC* 94 millions in 1936-37. 

These figures disclose a remarkable shift in the ratio of sav- 

’Jiszi, op. cit., pp. iBj 87. 

=>"■> (Col.,,. Com- 

Grral Britain, RoyM Fccncmic So- 
‘”8. P. .85! and 
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ings 10 income, or, oihcnvise stntcd, in the ratio of consump- 
tion to income. It is striking how the mere manner of 
stating this shift — as a consumption-income ratio or as a 
savings-income ratio affects one's judginent about whether 
the shift can be regarded as a favorable or an unfavorable 
one. \Vhen stated as an increase in the consumption-income 
ratio, an optimistic note is struck; when stated as a savings- 
income ratio, traditional instinctive reaction suggests a pes- 
simistic conclusion. So long as one could feel assured tliat sav- 
ings would ahrays find an embodiment in real investment, a 
high ratio of savings to income indicated a high rate of eco- 
nomic progress, but also at the same time, because of the 
cyclical variability in investment expenditures, a condition 
of instability. A high ratio of consumption to income indi- 
cates a probable gain in stability and a possibility also of fuller 
employment at the peak of the cycle movements. At any rate, 
such a ratio makes possible full cmplo>7nent at a relatively 
loss’ level of ness’ investment. TIius, if investment outlets are 
relatively meager, a high consumption-income ratio makes it 
easier to achieve full cmployanent. Obviously, one encounters 
here a matter of great significance, of svhich due account must 
be taken if one ss’ishcs to compare the recover)’ of the thirties 
in Engl.and and in the United Slates. 

The increased consumption-income ratio can apparently 
be accounted for mainly by reference to tlic changed tax 
structure and the gross’th of social service expenditures. In 
1913-14, of incomes svholly earned, only 6.7 per cent of in- 
comes of £5,000 ss’crc taken in taxes, only 8.4 per cent of in- 
comes of £50,000, ss’hile for incomes half e.amcd and half de- 
rived from investment the respective figures were 9.6 and 13.6 
per cent. By 1925-2G taxes took from the £5,000 income class 
23.2 per cent (when earned) and 29.5 per cent (when half 
earned), while for the £50,000 class the figures are 44.4 and 
57,7. On the other hand, tlic percentage taken in taxes from 
tlie lower income classes had increased little, if at all. The 
relevant data arc given below. Both direct and indirect taxes 
arc included. 
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Income 

1913-14 

£ 5 “ 

100 

150 

200 

500 

1,000 

2,000 

5.000 

10,000 

20,000 


Table VIII 

Total Taxation: Percentage of Income''- 


Income Wholly Earned 

Income Half Earned, 
Half Investment 

Per Cent 

Per Cent 

8.0 

8.8 

54 

6.6 

44 

5-6 

4.0 

5-3 

44 

7 -> 

5-2 

8.3 

4-9 

8.4 

6.7 

9.6 

8.0 

11.8 

8.4 

13-6 


1933-36 


£ 100 

IJ.9 

150 

11.6 

200 

10.2 

500 

6.2 

1,000 

11.0 

2,000 

15-2 

5,000 

23-2 

10,000 

31.2 

20,000 

37-5 

50,000 

414 


13.0 

12.7 

11.5 

8.4 

14.4 
> 9-3 
= 9-5 

40.1 

48.7 
57-7 


Pigou noted that the drop in savings was very nearly equal 
to the excess of sofial service expenditures in 1924 over 191 1.*- 
In 191 1-12 only 3.1 per cent of the national income was spent 
on social services, while 12.0 per cent was so expended in 
1934-35.^* In 1913-14, according to Colin Clark,** expendi- 

11 Rei.011 of the Committee on National Debt and Taxation, p. 95. 
laA, C. Pigou, The I'conomic Position of Great Britain (>927). p> sa. 
as A. L. Bowley, TVeges and Income tn the United Xingdom Since iSSo 
(1937); Annual Return of Social Scivices. 

Colin Clark, National Income and Outlay, Macmillan, 1938. 
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lures benefiting the working Hasses amounted to £76 millions, 
and in 1935 36 to £429 millions. On the other hand, the total 
taxes borne by the well to do in 1913-14 ainounteil to £172 
millions, and in 1935—36 to £685 millions. Clark estimates 
that before the war the taxation of the lower classes actually 
exceeded the social benefits derived from goveiiimental ex- 
penditures. By 1929, however, they were taxed for only 85 
per cent of the social benefits received, and by 1935 for only 
79 per cent. According to hi« calculations the sum redis- 
tributed from the well to do to the lower income gioups 
amounted to £91 millions in 1935-36, while Ursula Hicks,‘‘ 
on the basis of later data, puts the figure at £1 10 to £1 15 mil- 
lions. 

In addition to the high level of consumption, including 
community consumption expenditures, social services, and 
the like, local goveiumental units in England have made im- 
portant capital outlays on public projects and low-cost hous- 
ing, financed in laige part by bouowing. The gross debt of 
the local authorities in England and Wales increased fiom 
£800 millions in 1923 to £1,400 million in 1934.“ Taking ac- 
count of our greater population, this rise in local debt is veiy 
comparable with the annual rise in state and local debt in Ae 
United States in the decade of the twenties. In the thirties, 
however, state and local bodies in the United States, sup- 
ported by federal aid, were able to reduce their net debt ob- 
ligations.*’ 


!• U. K. Hl'^l'S, Tht Finance of British Gov^inment, ipso-igjB, Oxfoid Uni- 
vuiity PiwJ, 1938, p. 59. 

ir 10 a WHiputalion (derived fiou. the Stalutical Jor the 

United Kingdom) made by the NaUonal Indusu.al Cfenfi-.ettce Board, StuAe* 
in EnUprhe and Social Frog.esi. p. 282, the total debt, national and local, 
int,r.«ed fiou. £8,965 billions in 1930 billions m 1938. At the no. -■•I 

rate ot ex'-h’nge, the inw^'e in debt in eight years fh'« amount^ 

Si billions. Translated into American magnitudes, our population being three 
L«lai^S“ouIdbeanin..-seta 

aee inw.^’T in total public debt In Great Britain is often i-fe.fed to, 
plccnt b low only'te-use the toul debt upon which the in-.^ese is cal- 
culated is Vo; large. 
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Chapter VI 

FISCAL POLICY, NEW AND OLD 


r I iHE changing ideas about the nature and use of public 
I credit, from ancient times through tlic early modcio 
A period, constitute a fascinating chapter in the history 
of thouglit. Scliolastic theologians, like Thomas Aquinas, were 
bitterly opposed to loans.* This attitude was due not merely 
to the official church opposition to the payment of interest, 
but to a belief that public debt w.ts itself immoral. Political 
philosophers of the early modem period continued to regard 
the prior accumulation of treasures as superior to boaowing. 
Jean Bodin, for example, approved only six sources of state 
revenue: the public domain, conquest, gifts (which arc “rare”), 
annual contributions of allies, customs, and t.ixcs. Traffic in 
rights and titles he considered pcinicious, and bouowing at 
high interest rates "tlic ruin of princes.” F-mcrgencics should 
be met by accumulated hoards, and only war provided justifi- 
cation for c.\tmordinary levies or loans.* 

Thomas Hobbes was more realistic in his approach. He 
rccognircd the limitations of revenue from the public domain 
qlone. In view of the widening scope of governmental ex- 
penditures, the monarch must resort to taxation, and oc- 
casion.illy even to public credit.’ Adam Smith reverted to the 


1 Ct. T- U. A. Sclipnan, article on "Pntillc rinancc." In the Encyclopedia of 

the Social SHenm, f. e 
tSix IwTfi de la ncpulliqtte. Boot VJ. Chapler s, cspcaally pp. 655-58. 

^tEnciu^orh^Tliomas Hobbes, ed. .Molcsworth: Volume VI, Chapter 1. 
A Dialopie Between a Philowpltcr and a Student of the Common Laws of 
England, pp. xa-ts. 
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older tradition, parting company on this point with Hobbes. 
He maintained that only "the rvant of parsimony in time of 
peace imposes the necessity of contracting debt in time of 
war.” He observed that svith the growth of commerce and 
manufactures European monarclis have unfortunately lost 
their “disposition to save,” while the upkeep of suinding 
armies and needless luxuries absorb ordinary revenue. Indi- 
viduals follow the example of the state by running into debt, 
and "the enormous debts . . . will in the long-run probably 
nin all the great nations of Europe.” * 

Hume likewise compared contemporary financing with the 
ancient practice of accumulating hoards, much to the disad- 
vantage of conteiuporary methods. “Our modem expedient,” 
he wote, "is to mortgage the public revenues ... a practice 
which appears ruinous.” In former times the "opening of the 
public treasure” in svartime at least "ser\'ed as a temporary 
encouragement to industry, and atoned, in some degree, for 
the inevitable calamities of war.” Loan-financed wars arc 
doubly calamitous, for the similarity between tlie "circula- 
tion” of “stocks” and the “circulation” of goods and money is 
illusory. The taxes raised to pay interest on the loans are a 
check on industry. Government securities have all the disad- 
vantages of paper credit, give rise to speculation, confer ad- 
vantages on the city at the expense of the nation, make tlie 
couniiy dependent upon foreign financien, and encourage 
"a useless and inactive life." * 


Wars and the Rise of Credit Institutions 

Whatever the idea^ of tlie political philosophers, the ex- 
pansion of commerce and the undertaking of wars were from 
the veiy be^nning of tlie Middle Ages closely associated witli 
loan financing, both public and private. Through several 
centuries credit institutions were slowly developing to meet 

^ tFeo/tft of Nations, Book V, Ohapter 3, Stuart FHition, pp. 724-S7, 

®" Several SubjecU. Volume 11 , London, 1760. f»v->v 
“O f Public Credit," especially pp. 134-4*. ' 
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gi owing needs, leading ultimately to an organized capital 
market dominated by the stock exchanges and by large banks, 
opeiaring on a fractional reserve basis, Through the develop- 
ment of tliese institutions it berarne possible to engage in 
extraordinary expenditures, such as those incurred in war, 
witliout imposing confiscatory taxes. The development of 
credit institutions made possible the financing of wars in a 
manner ivhicli added stimulus to the economy through the net 
additions of purchasing power injected into the community 
tlirough the use of credit. To be sure, the dose of credit was 
frequently excessive, leading to price inflation. At any rate, 
public boi lowing for war purposes removed the necessity for 
unduly severe and quasi<onfiscatory exactions upon private 
wealth and income, and instead furnished a poweiful stimu- 
lant to tiade and entei prise. In so far as they were fought on 
foreign soil and with hired mercenaries, ivars came to be re- 
garded as by no means an unmixed evil. Indeed, the whole 
history fiom the late seventeenth century to the end of the 
Napoleonic Wars indicates a high correlation between: (a) the 
expenditures and use of public credit to which war gave 
rise, and (b) brisk trade, rising economic activity, Md busi- 
ness prosperity. From the standpoint of the sovereign, trars 
were usually fought for dynastic reasons, for glory of empire, 
and frequently for acquisition of tenitory. The secondary 
consequences of wars during this earlier period in the history 
of capitalism are such as to give nrudi support to the thesis 
that in this period in history tvais stimulated the development 
of industrialism. This relatively complacent view of war was. 
however, shattered by the tenible experience of the first 
World War. Only in consequence of the disasttous effect on 
tire economic system as a whole, and the revolutionary changes 
which emerged from the first World War, did there at last arise 
a conviction, in at least a large part of the Western world, that 
under modem conditions wars must be regarded as an eco- 
nomic, no less than a moral and sorial, disaster. 

Thus, the emergence of private and especially public credit 
institutions aided the waging of expensive wars, and these, in 



llg FISCAL POLICy AND BUSINTO CVCrM 

pim, poweifully reinforced the development of the modciu 
tiedit economy. 

In i6gi the entire national debt in England was only £3 
millions. By 1815 it amounted to over £800 millions. This 
enormous increase in the public debt created a haven of refuge 

for capitalists both in England and abroad — for the invest- 
ment of funds in a period of risk and uncertainty created by 
the international upheaval. The buying and selling of govern- 
ment obligations led to the development of the stock ex- 
change, and throughout the eighteenth century dealings on 
the exchange were confined almost entirely to government 
securities. As late as 1 843, 70 per cent of the securities listed on 
the London Stock Exchange consisted of securities of the 
English government, while an additional 10 per cent was com- 
posed of the debt obligations of foreign governments. Even as 
late as 1875 slightly over two thirds of the securities listed on 
the London Stock Exchange consisted of governmental se- 
curities.* 

Moreover, in the very early stages of the, development of 
modem industrialism public investments financed by public 
boi rowing played a quite extraordinary role. In the case 
of the United States, internal improvements, such as turn- 
pikes, canals, and, at the very beginning, railroads, were fi- 
nanced by lavish state expenditures. These wildly specu- 
lative piomotional activities based on excessive optimism 
brought financial ruin, as is well known, to many American 
states and other local governmental units, leading to wide- 
spread defaults. But it must not be forgotten that, while indi- 
vidual investors in very large part foreigners lost their 
savings in these defaults, from a social standpoint these pro- 
motional developments played an important role in the emer- 
gence of tire rapidly expanding industrialism. On the Conti- 
nent of Europe the enomious financial needs incident to tlie 
development of modem systems of transportation, in partic- 
ular the railroad, could not be financed fiom private sources 
under the prevailing state of financial institutional develop- 

•G, W. Edwards, The Evolution o/finana Capilalism, Longmans, igjS. 
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merit. The great transportation undei takings, therefore, in 
contrast witli the smaller requirements of manufacturing, 
were almost everyivhere on the Continent financed by public 
boi lowing and became established state enterprises. The tradi- 
tion of an ellicient bureauciatic civil service doubtless played 
an imporuint role in the success of these ventures in contrast 
with the financially disastrous public ventures undei taken in 
America. 

In England and the United States, however, and in the sub- 
sequent emergence of the manufacturing phases of modem 
industrialism on tlie Continent, governmental securities were 
ineieasingly supplanted, relatively speaking, by the emer- 
gence of the corporation and die issuance of private securities. 
Thus, the nineteenth century, particularly the last half, wit- 
nessed a prodigious growth of private corporate securities and 
die development (almost to die point of the exclusion of 
govciumental credit as a factor in economic life) of private 
capitalism. In consequence of die first World War and its 
aftcriiiath, and particularly as a result of the unprecedented 
unemployment incident to the Great Depression, public credit 
as an instrument of economic policy has again come power- 
fully to the fore. Thus, we witness a cycle in die role of public 
credit in the history of modem industrialism. Starting with 
public credit playing a major role in the period of the early 
rise of private capitalism, we now again see a re-emeigence of 
the role of public credit in economic life. 

We have noted how the eineigence of public credit ivas 
related to the rise of war expenditures. Historically, this has 
been, and still remains, by far die major cause of the rise of 
public debt. The enoniious increase in public revenues de- 
rived from taxes is, however, mainly a function of the widen- 
ing scope of governmental aedvides, though in part it is a re- 
sult of the growing necessity of financing from taxes the 
necessary interest payments on die public debt aeated mainly 
by war. Goveuiment services, starting from the limited func- 
tion of giving protection to life and property, expanded under 
the requireuients of a growing industrial system, the rapid 
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agglouieiition of population in huge cities, and the inci easing 
probl^’m^ of org-dUiTation incident to these developments. Col- 
lective action had to be taken to protect against disaster fioui 
fire and flood; to provide for sanitation and hospifaliration; to 
protect the public health and prevent the spread of contagious 
diseases; to provide methods of communication in the develop- 
ment of roads, postal services, and, in many countries, tele- 
gidph and telephone; to provide for protection against crime; 
and, intieasingly with the rise of dentoudcy, to provide on an 
ever more lavish scale for the education of the entire popula- 
tion. Services which, in large part, had fonuerly been pro- 
vided by private agencies eventually had to be taken over by 
the goveiiiment. Thus, provision for self-protection was luns- 
foiuied into a public police force. Settlement of private dis- 
putes through mutual arbitration or dueling was transferred 
to public courts, private education was transfeiied to public 
schools, private hospitals to public hospitals, and increasingly, 
pardcularly since the Great Depression, private charity has 
given way to enoiuious expenditures on public relief and 
social insurance. Moreover, die development of modern stand- 
ards of living and a huge urban population have made neces- 
sary lai'ge expendiluies on community consumers’ capital in 
the foim of playgiounds, recreational facilities, public schools, 
and public buildings of various types. Public acdvides have, 
therefore, spread from current services to the development 
of large expensive capital projects devoted to community con- 
snmpdon. 

Public Finance Under Early Capitalism 

The nineteentii century was preoccupied with the problem 
of attaining a volume of savings adequate for the require- 
ments of a rapidly expanding economy. The dynamics of 
popnladon giowth and technological progress placed a pre- 
mium upon freedom of entei prise and private inidative. Fiscal 
policy aimed at the least possible inteiference widi the func- 
doning of the private, capitalisdc economy. The Jeffersonian 
ideal in America and the Gladstonian in Fngland alike sought 
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to minimize to the utmost die functions of goveiuments so 
tliat, as far as possible, the entire disposable income might be 
expended by ilic individual citizen, whetlicr for consumption 
or investment, for such ends as he might deem advisable. The 
productive resources of the community, it was believed, would 
be utilized most effectively if guided by a market responsive to 
die choices of individuals free to use as diey wished dicir per- 
sonal incomes. Public functions per sc were regarded as a 
necessary evil. Taxes were “unproductive" expendimres, rep- 
resenting an unfortunate waste in the process of production. 
The floiv of goods and services which the citizenry might enjoy 
could always be increased by tax reduction. Sound fiscal policy 
called for two diings: (i) die reduedon of public expenditures 
to the utmost possible limit, and (a) a tax structure w’hich dis- 
turbed the pricing system as little as possible, including the 
pricing of the factors of production, dicreby leaving intact the 
relative distribution of income as it would be in a tax-free 
society. 

Such was the ideal of public finance in the heyday of private 
capiuilism. Tlic ideal was, of course, never fully realized. As 
the “high" capitalistic period receded before the advance of 
state interventionism, taxation was seized upon as a conven- 
ient and highly effective instrument for die reguladon and 
control of economic life. Already in die mercantilist .period, 
taxation had been us^ as a police measure designed to pro- 
jiibit certain activities regarded as undesirable, whether in the 
field of consumpuon or production. 

Changing Role of Fiscal Policy 

A far more revolutionary aim of social policy now appeared 
above the horizon, the full implications of which were at first 
not wholly visible. Indeed, it was introduced at first largely 
as a by-product of die imperious necp’^sity of financing p-eat 
wars and not in response to a well-thought-out social philoso- 
phy. While avowed socialists had their eyes fixed on the goal 
of social ownership of die means of production, the course of 
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events had unexpectedly forged a poweifal instrument for 
the sofialiration of income. The severe requirements of 
national defen'je had demonstrated the extraordinary possi- 
bilities of progressive income and inheritance taxation and 
had thus prepared the ground for the utilization of tax 
m^amres to accomplish hir-reaching social ends, such as tlie 
more equal distribution of income and the expansion of col- 
lective consumption by the community as a whole. 

In the meantime, devastating depressions brought to the 
foregiound as never before the problem of business instability. 
Whereas it had been the concern of economic policy to raise 
the standard of living, now attention was centered on tlie 
promotion of security and stability. At first, main reliance 
was placed upon monetary policy, but the exigencies of the 
Great Depression compelled (or, at any rate, led to) enoimous 
expenditures for the relief of the unemployed. These were 
made more willingly in the belief that they served the double 
purpose of giving relief and also of “curing” tlie depression. 
Thus, fiscal policy rvas forced into service as a compensatory 
device more by accident than by design. It was, therefore, not 
surprising that experience in the implementation of this pol- 
icy turned up some rather surprising results. Part of the con- 
sequences, it appears, were due to die applications of ortho- 
dox canons of fiscal policy to a situation for which they were 
totally iimuited. It was the old story of putting new wine into 
old bottles. 


Back of the menaring unfolding of violent industrial fluctu- 
aUons Aeic now appeared the specter of dironic unemploy- 
pent. Many, perhaps most, competent observera professed to 
doubt its reality and conceived it to be an illusion springinji 
^m &e distracted psychological atmosphere created by die 
Great Depression. Discussions ivith respect to the phenomena 
of long waves and of structural changes in the economy 
increasing development of die dieoreticd 
tools of dynamic analysis, produced rballenging hypotheses in 
chronic or secular underemployment. And 
while the debate progressed, all the leading governments of 
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i!>c \votl<l were roDumiing to pour o\U vast funds for aima- 
nicnis or for the relief of depression — whatever its character, 
whether tentiwrarj- or secular. Govetument debt w.as cver>-- 
where niouiitiiig and fiscal policj' ssas being drafted seilly- 
nilly tn serve .as an insinimcnt to incrc.asc the volume of em- 
ploy men t. 

There is tints emerging a new aim of fiscal policj", vigorously 
a*<ni!ccl liy i<imc and staiindily defended by otiicrs the aim 
of enstnint; the full employmcni of the factors of production. 
This [Ktliry involves greatly enlarged govcmincntal expendi- 
tures. .Some svoiild finanec these wholly from progressive tax.v 
tion, onrea full-income level had been achieved, and thus "bal- 
ance the biidsct." Othen would finance them partly from a 
progiessisc rise in the public debt. Tltc possible limits of tltis 
dcsclojnncnt arc ccitainly far wider than is usually supposed, 
owing partly to the low rates of interest which, under an ap- 
propriate Omttal Hank fwHcy, arc adequate to tempt idle 
ftintis into shurt-tenn government obligations, and partly to 
the fact that taxes raised to pay interest on a public debt 
doinestic.ally held flow back again to the community as a part 
of the income receipts of individuals. The larger aspects of 
this jiroblem and its implications in ttmis of the distribution 
of income and the price structure will be discussed subse- 
quently in this volume. 





Chapter VII 

THE CHANGING CHARACTER OF 
GOVERNMENTAL EXPENDITURES 


T he major developiucnts which peculiarly characterize 
the economic life of the twentietli century, particu- 
larly after 1914, are to a large extent merely continua- 
tions of trends which were already present in tlie nineteenth 
century and which differentiate the industrial-capitalist eia 
ftom the oldrepme. But the differential rate of change in tlie 
various areas of economic life is itself sufficient to yield us a 
new hind of world qualitatively different from tliat of the last 
century. And, in fhis respect, the rapidly growing role of gov- 
eiPment throughout the Western world above all challenges 
attention. 

The giosving activities of goveinment could not fail to 
result in a gieat increase in ^veiumental expenditures. And 
the changing rharacter of expenditures is equally signifirant. 
In this connection some illuminating contrasts are evident 
bettreen the prewar decade, the de^de of die twenties, and 
the decdde of the thirties. 


In the United States there are three levels of government: 
fedeidl, state, and local. The changing fiscal importance of 
each of these levels of goveu.mcnt, as indicated in the size of 
expenditures, is stated in the toble on page 1 19. 

Prom this mble it is evident that some significant changes 
have occuued. In 1929 stete expenditures had incieased rela- 
tively more than fedeial or local, compared with loia In 
1937 inaeases of federal and state expenditures over mi a 
were not significantly different, but bo£ had far outstripped 
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llir inrrca^c in Ifv-al rspcmlinucs. In nl»oliitc figures, local 
r\pnir!iimrf in irjjg nrrc iKirc as large as federal, sWuIc 
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the state c.\|icntlitnros. Uiu, by the ratio ran approxi- 
mately for the fctlcral, s for the local units, and 1 for the 
States. 


///g/ia’ffyj ami Education 

'file large rel.tilvc gratvth of state expenditures from 1913 
in itivp is the result mainly nf inct eased outlays on highsvays 
anti cut cduLation. The development of highways and of cdii- 
ration had a tinicpie history in the three decides ending in 
trigfi. As late .as 1913, .state governments were spending only 
528 millions on highways, tviiile, in 1929, $069 millions svcrc 

I Vi'urn: Ar.nn'.l llrf''tt a} thr Snretery of llir Treasury; tJ 5 . Iturr.iu ot 
lljr O-JiMiJ. tVt-.Ilh, I'sit'lie DrbS, eiut TareUnn, ift}; finonriot Statislia of 
Siam. troy. tl.S Jliirrjii of ilir Crmiii, Pr^r-t Rdr;it«, Siinimniy 0/ rittanen 
I't Si Ur Out rrnturrilt, J9]y, Nns. i anil 17; Itrporl of the Commissioner of Cdu- 
eathn, iqi j: .V.nional liiilitiliial Conferenre llmid. Coif of Gtntemment in the 
llrtileil Sseter; Stalislit/:l Ahsttatt of thr tlnilrd .StnfM. 

s Tf i!r>j| rjjrfTi/liiiiiri iiitliiilr all jawmilTire cxpcmlitiirrs, but cxdilde debt 
rciirrmrnt. rrliiiids of rcfnjm. and iJisiritt of Colnmbi.T espenditurra. 

» Stair rxpriidiium ruliide federal pranls iccriinl, but indude state grants 
to gtnerimiaits. 

•I.ofj| cotertiiiion cxfirtidillirrs ckdudr subiidin and grants icalvcd. 



120 FISCAL POLICY AND BUSINF5S CYCTFS 

expended. Sate expenditures for education were only $61 
millions in 1902, $129 millions in 1913, and had risen to §549 
millions in 1929. In this thirty-year span a revolution had oc- 
cmred in methods of transporation and also in education. 

The coming of the automobile compelled tlie construction 
of an entirely new and exuemely expensive systeui of high- 
ways, the building of which is comparable in magnitude with 
the gigantic task in an earlier period of covering tlie entire 
country with a network of railroads. In a like manner, these 
three decades witnessed a profound revolution in the system 
of secondary education. In 1900 the toal attendance in sec- 
ondary schools in America was only 696,000 boys and girls; 
by 1930 it was 4,800,000, and, by 1934, 6,088,000. Whereas in 
1900 only 10.2 per cent of the boys and girls from fourteen to 
seventeen years of age inclusive were in high school, by 1930, 
47,7 per cent, and by 1934, 56.2 per cent, attended.* This re- 
markable development bears testimony, perhaps more than 
any other single fact, to the prodigious rise in the American 
sandard of living froiu igoo to 1930. 

Whereas formerly tlie local governments provided almost 
exclusively for highways and education, the asks imposed by 
the development of these decades made the burden too heavy. 
Properly axes, the main source of local revenue, were not 
adequate. Hence the increasing sharing of the burden by 
the sates, and also, esperially with respect to highways, by 
the fedeial goveiument. Altogether, expenditures on high* 
ways by all govewments increased fiom 5182 millions in 1902 
to $1,936 millions in 1929, more than a tenfold increase. 
Meanwhile, expenditures on education increased from $281 
mi lions to $2,490 millions, approximately a ninefold in- 
uiease. 


Social Welfare and Vnemployment Relief 

A third category of giowing importance is that of social 

“sed, blind, and sick; 
mothea and widows pensions; care of children; public 
• SWitlical Abitnet of the United Stata, igjB, p. ,o8. 
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Iienith; ho<j)ital<: 5 .iniintion (including sc\s’cragc disposal, 
rcftisc collection and disposal); institutions for tlic care of 
the hattdicapped: recreation (including parks and play- 
grounds): pensions to civil employees; and workmen’s com- 
pensation. I-’\pcnditurc.s on these items amounted to only 
$170 millions in ipne, hut had risen to $1,360 millions by 
loen. Hut as late as ipsp most of these outlays ss'erc by local 
gnvcrnmrnt.s. 

A fouith r.itcgoiy disclosing an enormous c.'cpan.sion of gov- 
cnimeiilal cvjjcnditurcs is that of public sen-ire enterprises. 
Thrsc iiu Imle water, electricity, pas, rapid transit and otlier 
liansj>f»it.ation. and all other enterprises operated on a com- 
inerrial h.i«is. lAprndiiurcs by all goveinnients for these pur- 
poses innr.isrd fioin $11)9 millions in ipoe to millions 

in I pep. 

.A -sum maty siew of the four categories disciussed aliove — 
ratcgoiics svhich pcfuli.nily icveal tlie shift in government 
funnions tinting the current century— is given for four in- 
tet v.tls. coscriiig nearly four dcc-wlcs, in Table X. 


Taiux X 

Oavrivtnrr.tnl F.xliftuUlurft* (Ffdrrnl, State, and Local) 
(millions of dollars) 


Lxf’riidltujr rate^aty 1912 

Higlnva}* 

lltlinaiifin 

.Sofial Welfare 17® 

rublic.Sen-icr Diterpriscs igp 


tary 

/pip 

1937 

.jsG 

«. 9.30 

i,8t8 

dCj 

B ,.190 

2 , 37 = 

312 

i,Sf)o 

5.098 

.189 

1,461 

>.778 


One. and only one, of thc.se categories leaped to a sharply 
hicher level during the Inst dcc.idc— social welfare. And this 
illustrates the characteristic shift in the decade of the thirties. 

IJA. niirr.111 of (hp Ccn«M. WfaUh. Pul'lie rMU,w' 

iw flpiwu of llic U-S. Cnintni»»ioncr of r<Uic.Uinn. igoj; M. O. *^'*'^*^8*’ 
I’lil'ii'f Jttvidt !tUttecf, Hntnun otirf r.xpeniliturfi in the US. 
omtr of PiiIjHc Kojdt nnllcliii no. jt. 1907)! financial Slaliiha of Cillei, 1903, 

*nil rrfcrpiicci dint on p. iig- 
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While highways, education, social welfare, and public service 
enteipiises represent the great fields of growth up to the end 
of the twenties, the extraordinary relief load — ^both urban 
and rural gi owing out of the Great Depression offers the 
main explanation for the great rise of govemniental expendi- 
tures during the thirties. 

But the new burden had to be carried almost exclusively 
by the fedeial goveuiment The financial incapacity of the 
state and local goveinments, resulting from the fall of the 
national income in the early thirties to half its fomier level, 
compelled retrenchment. Local goveinments can cany on 
their fiscal obligations quite well when the national income 
is high and rising. But only the fedeial govemment — and, to 
a, lesser degiee, state govei aments with its vastly greater 
taxing powen (especially with respect to income taxation) 
and its capacity for borrowing, cjm cany on and even expand 
its expenditures in the face of a low and falling national in- 
come. 


State ^d local expenditures for education declined from 
I2.5 billions in 1929 to $2.3 in 1937, while expenditures on 
highways declined fiom ?i.8 billions in 1929 to §1.4 billions 
in 1937 ' State and local capital outlays of all sorts (including 
those on education and highrvays) declined from Ss.o billions 
to $1.4 billions.’ 

Total goveii.mental expenditures incieased from $12.4 bil- 
lions in 1929 to $18.5 billions in 1937. But the expenditures 
of local governments fell bom $6.7 billions in 1929 to S6.a 
billions in 1937. Fedei^l expenditures, however, increased 
Lorn §3.7 billions to $9.1 billions in 1937, while tliose of state 
govei..ments mcieased from $2.0 in 1929 to $3.1 billions in 


From January, 1933, to July, 1938, total federal contribu- 
tions to vanous relief and assistance measures amounted to 
51 1.120,000,000, while state and local contributions amounted 


^^Hcailngs before the Temporary NaUonal Fconomic Committee. Part fl. p. 
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to $4,195,000,000. The data for eacli year are as follows, in mil- 
lions of dollars: ' 


^n 

Table XI 

millions of dollars) 


Year 

Federal 

State and Local 

1933 

907 

401 

1934 

2,087 

577 

«935 

2,108 

627 

1936 

2,664 

895 

m 7 

2.170 

1,048 

1938 (six months) 

1.184 

646 


An analysis of the growth of expenditures since 1930 relates, 
therefore, almost exclusively to federal expenditures spring- 
ing from the necessity of coping with the problems arising 
from unemployment and related recovery measures. The 
emergency made it necessary for the fcdcial government to 
come to the aid of state and local governments to provide for 
relief for the unemployed; and the unprecedented economic 
diflicultics confronting industry and agriculture alike led the 
government into a vast range of experiments intended to re- 
store the national income. Unemployment relief expenditures 
of tlie fedcial government leaped to $1.8 billions in 1934, av- 
eraged $2.4 billions in die years 1935-37, and amounted to 
$2.0 billions in 1938, $2.7 in 1939, and $2.0 billions in 1940. 
The Agricultural Adjustment progrum rose fiom $289 mil- 
lions in 1934 to $712 millions in 1935, $782 millions in 1939, 
and $1,017 millions in 1940. These are the major develop- 
ments in federal expenditures groiving out of the depression 
emergency. Public works expenditures, including giants to 
state and local bodies, rose from $388 millions in 1931 to $719 
millions in 1935 and $1,062 millions in 1937- Loans and sub- 
scriptions to the capital stock of governmental agencies (made 

» Works ProgiOS Aclminiswation, Rtpmt on Progress of the JVJ’jI. Program. 
June 30, 1938, p. 1 13. 
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directly from the federal budget) amounted to $885 millions 
in 1932 and $882 millions in 1934. These lending agencies, 
largely from their own funds obtained by issuing their own 
obligations (guaranteed by the federal government), in turn 
poured billions of dollars into the work of rehabilitation. 

Two major shifts in expenditures may thus be noted fiom 
the decade of the twenties to that of the thirties. The first 
has to do with a laige relative increase in federal expendi- 
tures in relation to state and local expenditures. The second 
has to do with a change in the underlying reasons for in- 
creased expenditures. In the twenties tire rise in expenditures 
was due largely to ceitain demands incident to a changing or 
rising standard of living, notably expenditures for roads and 
education. In the thirties the increased expenditures grew 
out of an effort to overcome the Great Depression or to miti- 
gate its ravaging effects on the standard of living, especially of 
the unemployed. 

Unemployment relief constitutes the biggest single item 
of expenditure under the New Deal, with a total for the seven 
years ig34~4° of ?>5'8 billions. Public works of all sorts ab- 
sorbed f6.o billions, the Agricultural Adjustment progi^m 
$4.2 billions. Unemployment relief, aid to agriculture, and 
public works designed to promote employment together ac- 
count for $80.0 billions, or nearly 50 per cent of the total 
federal expenditures in 1934-40. 



Chapter VIJI 

THE TAX STRUCTURE 


r~t 1 HE tax structure in tlie United States has undetgone 
I quite revolutionary changes during the last quarter of 
JL a century. Until 1914 tax revenue was derived almost 
■wholly from property taxes and frorn customs duties and ex- 
cises. 

Tlie burden of taxes was, accordingly, distributed rvith 
little relation to ability to pay. Customs and excises consti- 
tuted in igo2 nearly one half of total tax receipts of all gov- 
ernments in the United States, and nearly 40 per cent in 1913. 
In so far as such taxes affect the prices of commodiries of gen- 
eral consumption, the tax burden represents a diminishing 
percentage of income the farther one moves into the upper- 
income ranges. And even propCi ty taxes and tliis applies par- 
ticularly to rented residences are, in large part, shifted fay 
property owners to the general public. Thus, a tax structure 
based upon property and consumption taxes is likely to be 
heavily rcgicssive and burdensome upon the low-income 
gioups of the community. 

Progressive vs. Regressive Taxation 

The federal income tax vtas introduced in 1914. During 
the war surtax rates on upper-brarket incomes were sharply 
raised, and this helped to diminish the regressive character of 
the general tax structure. But indirect taxes weighing largely 
on consumption continued to be levied, and, moreover, the 
rates on the moderately well-to-do and lower nch class were 
comparatively low. Accordingly, tlie tax sUuctuie as a whole 

W5 
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did not reveal any great progrcssivity over tlic entire income 
range, even tliough high surtax rates were imposed on the 
highest brackets. The inlioduction of the federal income tax 
a reform which came astoundingly late in American history 
did, nevertlieless, shift the burden of taxation much more 
largely upon those most able to bear it. 

In ^e postwar decade the high surtax rates were drastically 
reduced. The rates were again raised in 1932, and in 1935 
the high surtax rates of the war period were restored and even 
exceeded. In Table XII die effective rates applicable to each 
income level in the three years 1918, 1929, and 1937 arc given. 
This table reveals the extremely low rates which prevailed in 
1929 in contrast to those of 1918 and 1937. Tlic 1937 rates 
weie reladvely lighter on all incomes below $25,000 than 
those of igi8, but slightly higher for incomes above this level. 


Table XII 


Effective Tax Rate on Individual Net Incomes^ 


Net Income Classes 
(Thousands of dollars) 

Under i 
1 under s 
a under 3 
3 under 5 
sunder 10 
10 under 25 
25 under 50 
sounder 100 
100 under 150 
150 under 300 
300 under 500 
500 under 1,000 
1,000 and Over 


J9I8 

(Percent) 

X929 

m 7 

• • • • 

0.02 

0.23 

1.19 

.04 

.48 

.98 

.07 

•39 

=•35 

.05 

.84 

4*34 

.21 

= 63 

8.20 

>•49 

6.66 

«3-S= 

5-=4 

13.60 

21.69 

9-77 

23.60 

33-88 

12.92 

37-49 

44-84 

14.G4 

48.06 

54-77 

>5-49 

57-45 

58.65 

>5-86 

64.82 

64.65 

15.76 

7>.93 


relatively low on tlic so-cillcd 
middle brackets, from $5,000 to $100,000. In view of the 

» U.S. Treasury Department. Slallstics of Income for tpjj, Part i. pp. 
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gicatly increased need for revenue resulting from the growth 
of govcniniental expenditures, and in view of tlie Social Se- 
curity progiani, liigher rates in this income range might have 
been expected. Increases were made, but in large part resort 
w.TS had to consumption and payroll taxes. On balance, this 
tended to make the tax structure, as a whole, wxigh more 
heavily on consumption than had been tlie case even in tlie 
twenties. 

This fact can be strikingly shown from a table published 
in the Annual Rcliorl of the Secretary of the Treasury for the 
fiscal year ig-^o. An estimate is made of the fcdeial tax liabili- 
ties for the calendar year ig-ji based on the tax structures pre- 
vailing: (a) under the laws of A'lay, ig32, and (b) under tlie 
laws of December, tg-jo. On tlie basis of the revenue acts in 
force in early igja, it is estimated tJiat $1,871 millions might 
be collected in taxes on individual incomes, estates, and gifts, 
and on corporate incomes and profits, assuming a national in- 
come equal to that expected in calend.ir 19.11. On tlie same 
basis, $991 millions miglit be expected from consumption 
taxes, including liquor, tobacco, miscellaneous internal reve- 
nue, and customs duties. Thus, tlie tax structure as of 1932 
would yield a revenue (based on the expected 1941 income) 
of ivhich 35 per cent was consumption taxes. Considering tlie 
sharp increase in the rates on individual incomes, estates, and 
gifts, and on corporate incomes and excess profits, notably in 
the Revenue Acts of 1935 and of 1940, one might have ex- 
pected a drastic reduction in tlie ratio of consumption to 
total taxes. Tliis, however, is not tlie case. Based on tlie tax 
law in effect on December 31, 1940, it is estimated that $5,953 
millions could be collected in corporate income and profits 
taxes and in individual income, estate, and gift taxes, while 
$3 ,CGo millions might be collected in consumption taxes (in- 
cluding those listed above) and taxes on payrolls. Tlius, on the 
basis of the revenue laws in force at the end of 1940* 38 per 
cent of total federal taxes could be regarded as mainly con- 
sumption taxes. This fact is all Uie more striking in view of 
tlie relatively high income the anticipated income of 1941 
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on which the estimates are based. The higher the income, the 
gi eater the potency of a progressive income tax structure. 

To offset so effectively the gi eater progicssivity of the in- 
come tax in 1940 compared with 1932 it is evident tliat the 
taxes burdening consumption must have been vci y sharply in- 
Li'*ased. The repeal of the Eighteenth Amendment, together 
with inci eases in liquor tax rates, accounts for about $800 mil- 
lions of the increase in die consumption taxes estimated in 
the hypothetical case refen ed to above. Miscellaneous internal 
revenue items, including gasoline taxes and manufacturci&' 
excises, account for another $800 millions, while pa^Toll taxes, 
including old age and railroad unemployment insurance, ac- 
count for $950 millions.* 

Turning from the comparison of the tax structure of early 
1932 with that of late 1940, as revealed in the estimated tax 
liabilities of these tivo structures applied to a high national 
income, such as that expected in calendar 1941, it is of inter- 
est to consider the actual tax collections in the fiscal years 
* 93 S“ 40 ' The folloiving table shows the relation, year by 
year, of consumption taxes (as defined above, including pay- 


Table XIII 


(in millions) 


Fiscal Tear 

Consumption and 
Payroll Taxes 

Total Tax Revenues 

1933 

51.075 

$2,080 

>934 

1,889 

3.116 

>935 

2,211 

3,800 

>936 

2,000 

4,116 

>937 

2,478 

5,294 

>938 

2.837 

6,242 

>939 

2,804 

5,668 

>940 

3,039 

5,925 


sUtttgth ot the lax structure in tgjo 0)r.,paied 
m anticipated national income of .oif’Se 
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roll taxes) to total tax revenues for this eight-year period. 

The broad sweep of changes in the tax structure during the 
last four decades can be seen from a few summary tables dis- 
closing the main tendencies at work. First, let us consider the 
tax structure, federal, state, and local, at four intervals: at the 
turn of die centur)’, prc-World War I, at die end of the twen- 
ties, and prc-'World War II. All taxes arc gioupcd into four 
categories: (i) property taxes, (s) income, corporation, in- 
heritance and gift taxes, (g) consumption taxes, and (4) pay- 
roll taxes.* 


Table XIV 

Federal, Slate end Local Tax Revenues * 


(in millions) 





jp 02 

ipij 

JP 30 

TppS 

Properly 

Income,' Inhcrii.'incc, Gift, nnd 

5 707 

11,440 

$4,959 

$4,745 

Corporation Taxes 
Consumption Taxes: 

Motor Fuel and Vehicles, 

29 

65 > 

77 

859 

2,866 

2,600 

4.107 

4.478 

Liquor and Tobacco, 

Sales and odicr excises. 





Customs 

PajToll Taxes 




1.50s 

Total Taxes 


$ 2 , 37 ® 

510,425 $14,832 


• Some clilTicuIlia arc nc««'.irily encounicicd in filling all taxes into these 
four atCh*in'cs, and some arbitrary flnisificalion bcaimes nc'>''"ry. N../U- 
thelcu, the broad conclusions stand out dearly and arc but little modified by 
these somewhat arbitrary decisions. 

< Sources; Wriiiuai lleporls 0/ tlie Secretary of the Treasury; U.S. Bureau o£ 
the Census. fVealth, Public Debt end Taxation, and Financial Statistics of 
States; Tax Policy Magarinc, Uc^.uber. 1958-January, 1939; National Indus- 
trial Confctctice Board, Cost of Govrmment in the United States, sgip-yo; 
U.S. lliircnu of tlie Census: Financial Statistics of Cities; Dun’s neoiao, July, 
1939. 

» Poll and occupation taxes, inconsequential in amounts, ranging [rom iy 
millions in 1938 to $:6 millions in 1930, are induded here. 
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Relative to 1902, propeiiy taxes and consumption uxes had 
increased in 1938 by precisely the same muluple, 6.7. Rela- 
tive to 1913, however, the multiple for property tax« was 3.3. 
w^ile ^hat for consumption taxes was 5.1. Income, inhenmnce, 
gift, and corporation taxes had risen by 1938 from insignifi- 
cant amounts in 1902 and 1913 to a figure comparable tvith 

property and consumption taxes. , 

Relative to 1930, property taxes were slightly lower in 
1938. Consumption taxes had, however, increased by a multi- 
ple of 1.67, and income, inheritance and gift, and corporation 
taxes by a multiple of 1.43. 

Consumption taxes constituted 36 per cent of total taxes 
in 1913, and 33 percent in 1938, social security taxes excluded. 
Consumption and social security taxes togetlier amounted to 
40 per cent of the total in 1938. 

Such, in broad outlines, are the major shifts in the tox struc- 
ture as a whole, including all goveniments. But it will be use- 
ful also to consider the main tendencies at each level — federal, 
state, and local. With respect to local governments, there are 
no signifirant changes to report The property tax remains, as 
before, the almost exclusive source of tax revenue. Sales taxes 
and other excises have been added in recent yean, but the 
receipts from these sources in 1938 were less than one twelfth 
of the sum received bom propeiiy taxes. Local property taxes 
declined slightly during the thirties, but were, nevertheless, 
more than sevenfold the amount collected in 1902 and 3}^ 
times that of 1913. Service receipts increased greatly during 
the twenties, reaching a level more than ten times tliat of 
1902 and nearly five times that of 1913. This latter increase 
represents the growth of public service enterprises, water, 
elecuicity, gas, rapid transit, and other enterprises operated 
on a commen ial basis. The data relative to tax revenues are 
presented in Table XV on page 131. 

In contrast to the situation with respect to local revenues, 
vei y striking changes have occurred over the last tliree decades 
in state taxation. In the first place, state tax receipts have in- 
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Table XV 
Local Tax Revenues 
(in millions) 

ipo 2 79/5 /pjo ipjS 

Property $625 §1,300 §4,614 §4,531 

Corjionition, Inheritance, Poll, 
and Occupniional Taxes 25 31 171 

Consumption Taxes: 58 82 232 359 

Motor Fuel and Vehicles, 

Licpior and Tobnero, 

Sales and other excises 

Total Taxes §708 §1,413 §5,017 §4,890 

creased enormously, being twenty-five times larger in 1938 
than in 1902. With respect to sources, until the first World 
^\^^r, property taxes represented about hall the total. By 1930, 
income, inheritance, and corporation tax receipts combined 
u’crc more than twice as large as tliosc derived fiom properly. 

Table XVI 
Slate Tax Revenues 
(in millions) 

7902 7977 7950 793S 

Property § 82 § 140 § 345 § 214 

Income, Inheritance, and Cor- 
poration Taxes 54 124 7-5 9 ^^ 

Consumption Taxes: 19 3 ® 7 *^ 2,023 

Motor Fuel and Vehicles, 

IJquor and Tobacco, 

Sales and other excises 

Payroll Taxes 74 ® 

Total Taxes ?i 55 5 *' 7 ®‘ 
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The s!<nie holds for gasoline and sales taxes and other excises. 
And, by 1938, these consumption taxes had again tripled, as 
disclosed in Table XVI. 

Equally significant are the changes in federal taxation. 
Prior to the first World War almost the exclusive sources of 
revenue were customs duties and excises about equally di- 
vided. By 1930, however, individual and corporate income 
taxes were far and away more impori^nt sources of revenue. 
But, between 1930 and 1938, federal consumption taxes 
(heavily, liquor and tobacco) doubled, and were two thirds of 
the income, estate, and coipoiation taxes combined. And 
there weie added, moreover, the social security taxes. Table 
XVII on federal revenues follows; 


Table XVII 

Federal Tax Revenues 
(in millions) 

jp 02 jpjp 

ippo 

ipp 8 

Income, Estate (and Gift), and 
Coiporation Taxes 

1 5 

? 35 

?a .475 

$3,179 

Consumption Taxes; 

254 

628 

1.152 

2,096 

Motor Fuel and Vehicles, 
Liquor and Tobacco, 

Excises and Customs 

Payroll Taxes 

Total Taxes 

5259 

?663 

$3,637 

754 

$6,029 


It is of interest to note that in 1938 the federal consumption 
taxes wcie almost precisely equal to state consumption taxes, 
each being around $2 billions. Moreover, in each rase payroll 
toes of about $750 millions were collected. With respect to 
income, inheritance, and coiporation taxes, tlie states col- 
lected relatively little compared with tlie federal government. 
The main sources of tax revenue are the same with respect to 
the state governments and the fedeial government. Botli rely 
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heavily on consumption taxes, but the fedeidl goveiument 
places a much larger reliance on corporate and individual in- 
come taxes. ' 

Federal and state tax revenues have shown greater capacity 
for expansion than local tax revenues. Confronted with a 
difFicult fiscal situation, local units h.nvc received incr<*a<iing 
gi.iitts from the state and federal governments. Thus, in 1938, 
states ni.adc gi.uits to local bodies amounting to $1,350 mil- 
lions, while the federal government made regular giants to 
states of nearly $Goo millions, and to local governments of 
$i3f, millions. In addition, federal emergency expenditures, 
amoimting to nearly $.j billions annually for W.P.A., C.C.C., 
N.Y.A.. giants, and agriculture, greatly relieved the 

fiscal position of both state and loc,al governments. 

Fccicral-statc-local fiscal relations present a major problem 
currently and in the immediate future. Grotving social re- 
sponsibilities have been forced upon the state and local gov- 
ernments by the unprecedented volume of unemployment 
and by the jirogrcss of social reform. These responsibilities 
the local govcnimcnts cannot carrj’ without resort to heavy 
consuinplioti taxes. Thus, for example, many states have been 
compelled to lc\7 or to increase sales mxes in order to finance 
the Old Age /Assistance progi.im. If sve arc to cure this malady, 
either the federal government svill have to take over more 
functions, or it svill have to assume a larger responsibility svith 
respect to the financing of social svclfare projects. 

Federal, state, and local consumption taxes (see table on 
page 129) amounted to the sum of $4.3 billions. These include 
sales taxes and other excises, taxes on motor fuel and motor 
vehicles, liquor, and tobacco. In addition, $1.5 billions of pay- 
roll taxes sverc collected, also largely abstracted from con- 
sumption. If we include these, sve reach the vast total of $5.8 
billions withdrawn through taxation fiom the stream of con- 
sumption expenditures. Such taxes are definitely deflationary, 
impose a heavy drag on the economy, and tend to prevent full 
employment. 
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The gi owing impoi lance of consumption taxes has reversed 
the trend toivard a more progressive tax structure which began 
tvith the federal income tax of 1914. Taking all taxes into 
account — ^federal, state, and local — the structure does not be- 
gin to be progressive until an income of $10,000 is reached. 
As far as state and local taxes, considered as a unit, are con- 
cerned, the tax rate structure remains apparently strictly pro- 
poilional to income throughout the whole range from the 
■ $500 income to incomes of over $20,000. The federal tax struc- 
ture begins to be fairly progressive at tlie $10,000 income 
level. The relevant data are disclosed in Table XVIII below. 


Table XVIII 


The American Tax Structure • 


Income 

Clas^ 

$500 to $1,000 

1.000 to 1,500 
1,500 to 2,000 

2.000 to 3,000 

3.000 to 5,000 

5.000 to 10,000 

10.000 to 15,000 

15.000 to 20,000 

20.000 and over 


Taxes as Percent of Income 
Federal Stale and Local Total 


6.6 

6.4 

6.6 

6.4 
7.0 

8.4 

» 4-9 

ig.8 

27.2 


11.4 

10.9 
11.2 
11.1 
10.6 

9-5 

10.6 

11.9 

10.6 


18.0 

> 7-3 

17.8 

17-5 

17.6 

179 

25-5 

31.7 
37-8 


Apparently the American tax structure, taken as a whole 
and including both direct and indirect taxes, is far less pro- 
gressive than is commonly supposed. 


•See Colm and Tarasov, Who Pays the TaxtsT, Temporary National Fm- 
notnic Committee, Mono^iaph No. 3, 1940. 





Chapter IX 

THE GROWTH AND ROLE OF 
PUBLIC DEBT 


1. The Rise of Public Debt 


H ISTORICALLV, it is dear tliat opposition to public 
debt, like the mcdicx’al opposition to interest, giid- 
ually broke down by reason of exigencies which ap- 
peared more or less uncontrollable. Thus, state borrowing 
entered .ns a by-product mainly of the increasingly costly out- 
lays incident to modern w.nrfarc. It was not a question of die- 
oreiical principles but of practical, hard necessities. The tra- 
dition against borrowing was set aside when g».vvc cmcigen- 
cics, suclt as wan, forced die issue.^ 

It was, however, held that the government ought to estab- 
lish sinking funds and reduce governmental debt incident to 
svar as much .ns feasible. While the United States, owing to 
its rapid expansion, found it possible to approximate this 
maxim following the War of 1812, the Civil War, and again 
the fust ^Vorld ^Var, older countries widi larger debts and 
with smaller jxissibilides of extensive expansion found it 
much more diincult. and indeed on the whole impossible, to 
retire debt in any important degree. With respect to England, 
while there w.ns little actual retirement of debt in the hundred 
years between the Napoleonic Wars and die first World War, 


J Even laxcj in farly modern English history were lolctalal only as extraor- 
dinary levies 10 meet ncctosary cintiguiicy siitiations, notably w.ar. 
from the rciidal period into the modern period gradually brought a shift fioiu 
feudal dues, and income from the kings private domain, to ..gularly a's td 
taxes on propcriyp iranMCiions, anU income. 

>35 
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the debt at any rate did not rise. France, on the oilier hand, 
experienced a continually rising trend in her public debt 
throughout the nineteenth century. 

Charts 8 and 9 shoiv the historical trends in the public debt 
in England from 1690 to 1938 and in France from 1815 to 
1938. Some interesting facts emerge from these charts. The 
period from 1690 to 1815 in EngLind is divided almost equally 
into years of war and years of peace. Regularly in the svar 
years tlie public debt rose, svhile in years of peace the budget 
was more or less balanced, and at times some reduction in the 
debt occurred. It is evident, however, that there is a marked 
upsvard trend throughout the entire period which assumes 
almost a straight line on a logarithmic scale. TIius, overlook- 
ing the relatively short-run fluctuations aliout the trciul, it 
may be said tiiat the British public debt for this pei iod of one 
hundred and twenty-five yc.ars svas rising at appiovimaicly a 
consumt percentage rate of increase. Between 1815 and 191.} 
the public debt ceased to rise and, considering the whole 
period, declined by a veiy moderate amount, so that by 1914 
it stood 21.8 per cent under die 1815 level. There were some 
fluctuations up and dossm, nombly the temporary rise in the 
debt during the Boer ^Va^, folloss’cd by a subsequent fairly 
rapid retirement. Then came the prodigious lisc in the public 
debt incident to the lint AVorld IVar, so that the postu-ar debt 
stood in relation to the totol national income at about llic 
same level as in 1815. In both 1818 and 1923 the debt ss-as 
tsvice the national income.® 

At the close of the Napoleonic Wars the French public debt, 
in contrast with tlie situation in England, was small.* Her ex- 
perience from 1815 to 1914 was quite divergent from that 
of England. Whereas the English debt became stabilired and 
indeed gr.rdually declined, the French debt rose svith tem- 
porary intciiuptions through tlic nineteenth century up to 

» See Report ot the Committee on National Debt and Taxation, Cmrt. aSoo, 
19S7. p. S35. 

•Napoleon, while oonfronted svith gtas-e financial Uifficnltics. neserthtleH 
lurOiutcJ)’ opposed loan financing. 
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Chart 8. 


The Public Debt of Great Britain 

Sources: Figures for the years i6g6-iSay from Elizabeth E, Schumpeter, 
“English Prices and Public Finance, lido-iSaa," Review of I'conomic Statistics, 
February, spjS. Figures for the years sSjj, sSfa, iSfy, and iSyf fro,,, H. E. Fish, 
English Public Finance from the Revolution of 1088, Banhers' Trust, New Vork, 
jpao. Figures for the years sSyS-jpjj fro,,. The Statcsn.tn’s Yearbook, Mac- 
millan, annually, 
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11 . Public Debt versus Private Debt 


In an illuTtiinating article in the Weltwirtschaftliches Ar- 
chiv for May, 1937, Professor J0igen Pedersen of tlie Univer- 
sity of Aarhus, Denmark, argues that many of the principles 
which one finds in the literature on Public Finance are based 
on reasoning derived from private finance. He concludes that 
the discussion of the problems of public finance will continue 
to be confused as long as it is not clearly recognized that this 
analogy is false and Cironeous.* 

With respect to consumption, the public and private econ- 
omies have indeed much in common. Botli must distribute a 
given income among different expenditure items in such a 
manner as to get the greatest possible benefits. For the public 
economy, no less than for the individual, it is important tliat 
ivaste be eliminated as &r as it is humanly possible to do so. 

With respect to production, employment, and income, how- 
ever, the analogy between tlie public and private economies 
leads to quite eiioneous conclusions. Both, indeed, strive to 
maximize their income. But tliis end can frequently not be 
achieved by the public economy if it applies the financial 
principles appropriate for the private economy. For the indi- 
vidual it is important that his expenditures be kept below, or 
at least svithin the limits of, his income. For tlic state an in- 
crease of expenditures may frequendy increase the total na- 
tional income and improve the fiscal position of the state. The 
individual is conceiued exclusively with the effect of liis ac- 
tion upon his mm business. The effect of his own economic 
actwity upon other individuals is significant for him only in 
so far as this, in turn, affects his balance sheet. The balance 
sheet tells him all that he needs to know in order to iud“^e the 
appropriateness of different lines of business policy. 


originMity in thi. condusion. "Other ecunomisls 
die rSto ^ '’Yf have forgotten to draw 
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In the ease of public (inance, however, it is quite otherwise. 
The success or failure of public policy cannot be read from the 
balance sheet of the public household. It cannot be deter- 
mined by whether or not debt is being retired or assets ac- 
cuinulatcd. The success or failure of public policy can be 
dctcrniincd only by noting the effect of expenditures, taxes, 
and loans on the total national income and on how that na- 
tional income is distributed. 

(The fiscal policies of the state cannot be conceived in temis 
of the calctilations of private enterprise but in tewiis of regu- 
lation and control, in terms of the impact of public policies 
upon the functioning of the economy as a whole.^ 

\\'c may therefore conclude [says Pedersen] that the financial 
transactions of the state, that is, the s| 5 cnding of money for certain 
purposes, the collection of taxes, the issuance of loans, and the 
creation of means of payment, tlie fixing of rates and prices for 
state-controlled goods and sers'ices, arc not economic decisions 
arris'cd at with a view to the balance sheet of the business of die 
state as such. We conclude that sucli a balance sheet tells us noth- 
ing about the appropriateness or economic soundness of the meas- 
ures taken. Such measures must rather be undertaken with a view 
10 achieving an economic balance for the economy as a whole. 
Their approjiriareiicis or soundness canjttcjciciiuincd ojily m 
terms of their effect upi)n_thc welfare of the community as a 
svliolc. Politicians and statesmen arc obsessed by the ideology of 
private business, and their good conscience dicrcforc requires that 
their financial transactions correspond as far as possible w die rc- 
quircnicnts and practices of private business management.'^rough 
tlie force of circumstances they arc often compelled to deviate seri- 
ously from ibis ideal, but such deviations arc glossed over as much 
as possible. This ideological prejudice causes gieat damage, be- 
cause it prevents statesmen from acting with conscious knowledge 
of the real aims of public policy and on the basis of the require- 
ments of the relevant economic considerations.' 

The familiar popular analogy between private debt and 
public debt internally held is especially misleading. 

• Ibid., p. 472. 
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Boiiowing, as the teiui is commonly used, has two rharacteristics 
without which one could not speah of a loan: (i) there must be a 
transfer of the disposal over funds from one economic unit to an- 
other; (s) the burden of the bonower is distributed ovei a period 
of time during which repayment of the loan takes place. . . . 
When, however, the state bouows from its subjects, neither of 
the two rharacteristics is present. The state does not obtain the 
power of disposal over additional funds, for these funds were al- 
ready within the realm of its power, and might, in fact, have 
been obtained through taxation.® 

Thus an inteioal loan raised by the state is not really a loan in 
the ordinary spn<ie, since it possesses none of the essential char- 
acteristics of such a transaction. There is no transfer of funds from 
one economic unit to another, and no burden is shifted to future 
generations. An inteiiial loan resembles ordinary borrowing only 
in a purely formal way, and it is obvious that eveiy analogy to 
private faoii owing must be completely false. Yet the raising of a 
loan by the state is not a mere accounting phenomenon, such as 
would be the transfer of sums of money horn one account to an- 
other within a given entei prise; on the contrary the process has 
far-reaching consequences upon production and distribution. Its 
actual significance arises hom the fact that, like all other financial 
transactions of the state, it is a means of influencing production 
and the distribution of income, and it should be considered only 
as such.t 

The statements just made on the nature of public debts are no 
new discoveries. It has been recognired by most economists that 
intexiial debts must not be considered as debts in the ordinary 
meaning of the term, and that they do not represent the shifting 
of the burden to future generations. In view of this fact it is sur- 
prising that economists, who after all may be considered experts 
in economic matters, regularly seem to fall back into popular views 
whenever they are called upon to advise their governments. Per- 
haps the most striking example is the Report of the British Com- 
mittee on National Expenditure, the May Committee.® The ma- 
jonty of that Committee established the general principle that 

existing financial difficulties make it necessary for the nation like 

«/Wd.,pp.47i[-7j. 

Ubid., pp. 473-74. 

5 P 30 LonLn^ National Expendituic (May Committee), Cmd. 
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the private individual to consider seriously what it can afford and 
not merely what is desirable. Viewed from this standpoint much 
expenditure is unwarrantable at the present time, which, under 
more favorable circumstances, we should deem justifiable and even 
a wise investment of the national resource's." This was rvritten at 
tlie lowest point of the last depression when unemployment was 
the only alteinative to additional governmental expenditures. The 
implied analogy with a private individual, who ha' to take ac- 
count of income and outgo if he is not to go bankrupt and whose 
financial status can be read from his balance sheet, and at the 
same time the falsity of this analogy are so dear that no further 
comment is required.® 

Anotlier recent work which may be quoted in tbi' connection 
is a book edited by Hugh Dalton entitled Unbalanced Budgets,'-^ 
whidi offers a review of the finandal problems in a number of 
countries. In almost all the contributions tlie idea prevail' that the 
incapacity of most states to balance their budgets is a deplorable 
disadvantage, that the repayment of public debts as such is a virtue. 
Even in Myrdal's Report of 1934” there are traces of this lay- 
man's opinion. No author has more strongly insisted upon the 
untenability of the cuiicnt analogy between public and private 
finandal transactions th.nn Myrdal himself. Nevertheless, he seems 
in his book to attadi some imports<nce to the nature of the state's 
capital and develops the idea tliat it is actually imporiant, even 
apart from psychological effects, that the state's capital must be 
kept constant, or must even be increased in the long run. His argu- 
ments seem to imply tliat an inciease in internal debt must burden 
the future budgets so much that no money would be available in 
tlie future for the normal and even probably inacased sorial re- 
quirements; this is a view which cannot be maintained on the basl' 
cither of hi' own theoretical considerations or of experience. (Con- 
sider, for example, the enormous increase of inteinal debt in 
Britain during the war and the share of her social expenditures 
in comparison with tliose of Sweden which ba' not inueased her 
debt in tlie same proportion.) This argument was at the basi' of 
Dalton's proposal for a capital levy designed to extmgui'h a laige 
part of the public debt; this proposal was prompted by the fear 

0 Weliu>:>lschttlllichei Archiv, May, 1937, p. 474 - 

10 Publi'hcd by George Routledgc and Sons, London, 1934. 

G. Myrdal, Finanzpolitikens ehonomiska verkningpr, Stockholm, 1934. 
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that the siiiTi^ necessary for the service of the debt would burden 
the budget so much that the natural ini,rease of other expendi- 
tures would have to be curtailed.(This argument overlooks tlie 
fact that the sums spent for interest or repayment become income 
for the creditors, so that total incjme remains unaffected.”^ 

While the above state>oent places the emphasis in the right 
place, it is nevertheless, unless properly qualified, an over- 
simplification. The tax structure, through which tlie transfer 
of interest payments to bondholders is implemented, may un- 
favorably affect the flow of consumption and investment. Tliis 
fact is, however, implicitly recognized by Pedersen, for he 
keeps in mind the effect of fiscal policy as a whole expendi- 
tures, loans, and taxes upon the fomiation of income and 
upon the distribution of income. 

Whether a public debt should be reduced or not depends 
exclusively upon the general economic situation and not upon 
judgments derived from private accounting considerations. 

Wheieas a single individual always improves his position by in- 
ae^sing his assets, the situation of a state docs not necessarily im- 
prove by a coiicsponding procedure. It is quite conceivable that 
the'reduction of public debt not only reduces tlie national income, 
but also that the fiscal position of the state may be deteriorated 
more by the repayment of debt than by the incurrence of further 
debt. . . . Whether retirement of debt should take place or not 
depends «clusively upon the expected effect upon production and 
income distribution and upon political circumstances which arc 
connected with the political ends at the moment, and these will 
naturally vaiy from case to case." 

III. Public P-xpenditures and Productivity 

Uniila Hicks " distinguishes three types of public debt; 
(a) dead-weight debt, (b) passive debt, and (c) active debt. 
Dead-weight debt is one which is incurred in consequence of 

"i6id.,pp.475.J76. 

"/fil'd, p. 478. 

"U. K. Hicks, The Finance of BritiiA Gove, >iment, 1010-1036, Oxford Uni- 
■VviMly Picsa, igj8. 
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expenditures rrhich in no way increase the productive power 
of the community, yielding neither a money revenue nor a 
future flow of utilities. The most conspicuous type of public 
debt thus incurred is, of course, that arising from tvar expendi- 
tures. Passive public debt is one incuned from expenditures 
which, while yielding utilities and enjoyments to the com- 
munity, such as public buildings, public parks, and the like, 
neither rctuni a money income themselves nor increise the 
cfTicicncy and productivity of labor and capital. An active 
public debt is one incurred in consequence of (a) capital ex- 
penditures on piojecis svhich are self-liquidating, and (b) ex- 
penditures of a character sWiicIi, directly or indirectly, incre-ise 
the protluctive power of the community, such as expenditures 
on public health or education designed to raise the cfRcicncy 
of the people, or expenditures on die conservation and im- 
provement of tljc natural resources designed to increase the 
productivity of the nation as a whole. 

TIic public debt in England is the leading example of the 
first category — the dead-weight debt. The same is, in large 
measure, also true of the French public debt and of the federal 
debt in the United States. Since 1930, die United States 
notably has incurred a large public debt, a considerable ^rt 
of which must be placed in the dead-weight category, spring- 
ing not from war expenditures but from die necessity of of- 
fering relief to the unemployed. In Germany the rise in the 
public debt since 1933 had indeed the effect, as in the United 
States, of relieving uncmplojTnent, but it was made incidental 
to a huge military progj.rm. Thus, the United States is die oiily 
great counti7 which clearly shows a large addition to the 
dead weight debt growing out of relief expenditures. 

Historically, public debts in most countries have been 
mainly of the dead-weight type. Sweden is a notable excep- 
tion to this rule. Her public debt is today far more than 
covered by productive assets. Indeed, in Sweden m recent 
yearn the net income from slate enterprises w^ apFoximately 
twice as large as the interest on the public debt. The pub ic 
debt of state and local bodies in the United States falls, in 
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the main, in the passive public debt category. According to 
Edna Trull, “ approximately 15 per cent of the total state 
debt in this counti y is of the self-liquidating, active type, while 
the remaining amount represents a passive type of public 
debt. It is always difficult to distinguish, however, between 
expenditures which merely yield consumption utilities and 
expenditures which indirectly increase the productive power 
of the coiiimiinity. Public playgrounds and recreational facili- 
ties give pleasure and enjoyment, but may also raise the morale 
of a people and make the nation vigorous and efficient. The 
distinction between active and passive debt has value for 
ceiiain purposes, but it can also lead to the same confusion 
which is so often encountered in the history of economic 
thought with respect to so<a11ed productive and unproduc- 
tive labor. 

Frequently one hears the comment that the payrolls of pri- 
vate indusUy are the source of the whole national income, 
that government is supported by business, that private enter- 
prise alone is productive. 

The early classical economists, led by Adam Smith, inlio- 
duced a novel idea into economics a new concept of pro- 
ductivity. The Physiocrats had held the view that agriculture 
alone was productive. Agriculture supplied the necessities 
of life for the agricultural population, and if there was a sur- 
plus left over, it was possible out of this "produit net" to sup- 
port the “unproductive" town population. 

It is not difficult to see how the Physiocidtic concept of pro- 
ductivity was born out of the conditions emerging from the 
Middle Ages. Toivns originally were simply the winter resi- 
dences of great feudal lords. Tbe town population grew up 
around the court. It peiloimed personal services, prepared 
food, made rich clothing and ornaments, jewels, laces, velvets, 
tapestries, clocks, and furniture. All this activity was sup- 
ported and sustained from the surplus which the lord was 

15 Frtna Trull, Resources and Debts of the Forty-eight Slates, Dun and 
Bradstreet. 1937, p. 47. 
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able to dniw' from his domRin. Without iliis surplus, life in 
tJic town would quickly ebb away. The town had no inde- 
pendent source of subsistence. It drew its sustenance fiom tlie 
country. 

Totrn life was a luxury which could only be supported out 
of a richly productive countryside. Town life could develop 
only so far as an agricultural surplus could be produced and, 
through feudal rights and privileges, drawn off fioni the land 
to enrich tlic town life of the landed aristocracy. If king and 
country were to become rich and potrerful, it w'as necessary 
to encourage agriculture. Agriculture alone was really pro- 
ductive. All other pursuits were sterile and unproductive. 

As an ex])1anation of the emergence of town life and the 
diversity of occupations, diis line of reasoning was not widi- 
oiit merit. Hut as an analysis of tlic functioning of a society 
advanced beyond tlie primitive suigc of an exclusively rural 
community, it was hopelessly deficient. And as a basis for 
public policy, it led to ridiculous absurdities. 

The thesis that agriculture was the founuiinhcad of all 
wealth, tJiat agricultural pursuits alone w'cre “productive," 
was once and for all disposed of in Adam Smith’s great book 
The Wealth of Natioiis. The view he challenged had seemed 
so self-evident and plausible diat none had seriously ques- 
tioned it. Yet increasingly as manufacture and trade devel- 
oped, it was inevitable that sooner or later it would become 
apparent to an original mind that this thesis simply did not 
fit the facts of a more liighly developed society. Yet it held 
stray not only in the popular mind, but was rationalized into 
a complicated method of thinking by die PhysioLiats. 

The opening paragiaph in The Wealth of Nations strikes 
directly at the foundations of the "produit net” philosophy. 
Smith regarded labor as the b.isic source of tvcalth. Through 
division of labor and c.xchange, produedvity is increased. If 
one exchanges one's agricuUiiral surplus against the products 
of specialized and efllcicnt town craftsmen, one increases his 
own product. The surplus sent to die town is sold in exchange 
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for products made more efficiently in the towns. The counUy 
does not support the town. Exchange with the town enriches 
the count! y. 

Now, in point o£ fact, this analysis did not represent merely 
a new inteipretation of the same facts. To some extent, the 
facts had changed. At the earliest eniergence of town life the 
toivn, as we have noted, was simply a collection of families 
catering to the wants of the lord and his court. It had no inde- 
pendent existence. The acdvities of the town represented the 
lord’s method of consuming hie agricultural surplus. 

But, giadually, some of the mechanics of the town acquired 
an independent status of their own. They offered their otvn 
wares in exchange. QjunUy barons and squires exchanged 
their agricultural surpluses for the products of the totvns’ 
Cidftsmen. Thus, a real exchange developed between countiy 
and town. Both produced goods that satisfied wants, and both 
parties enhanced their productivity through the process of 
exchange. 

The breakdown of feudal privileges in the French Revolu- 
tion developed and expanded this exchange process. The 
peasant, having acquired a new status in relation to the land, 
was in a siionget position to retain conuol over his surplus 
product the product in excess of his otvn consumption needs. 
This surplus he could exchange for manufactures made in 
the towns. By the time the development of social institutions 
had reached this point, it was possible to recognize that the 
counUy no longer supported the town any more tlian the 
town supported tlie counUy. Each enhanced the productivity 
of the otlier through the division of labor and the exchange 
of products. It no longer had any meaning to say that agricul- 
ture was productive while manufacture was not, or even that 
agriculture was more productive than manufacture. Both ac- 
tivities satisfied human wants. If all of the nation’s productive 
effort had gone into agriculture, the real income would have 
been veiy much lower. 

But while Adam Smith freed the thinking of his time Lorn 
the Physiocrats’ nanow concept of productivity, he foiled 
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to liberate himself and his generation wholly from tlie basic 
Pliysionatic error. ^Vhile urging that manufacturing tvas 
equally as productive as agriculture, he nevertlieless held that 
only iJtose workers engaged in making material goods were 
really productive. Titus, he argued that not only menial serv- 
ants, but also “churchmen, law7crs, physicians, men of let- 
ters of all kinds, players, buffoons, musicians, opera singers, 
opera dancers, etc." tvere unproductive laborers. It is remark- 
able that, oiire he had taken the first step in the right direc- 
tion, he should have made this cuor. If manufacture is pro- 
ductive, since it no less than agriculture satisfies human wants, 
surely the opera singer, the servant, the teacher arc equally 
productive. Producers of personal scrs-ices also play a role in 
the .system of division of labor and in the exchange economy. 
.•\t a later stage in economic thinking the logic of Adam Smith’s 
ow'n position, which he imperfectly applied, was pointed out 
and tmivcnally accepted by all economists. 

But the logic of this thesis is frequently challenged with 
respect to govcnimental c,xpcndilurcs. Public investment 
(parks, roads, playgrounds, hospitals), it is asserted, is in some 
sense unproductive, while private capital expenditures are pro- 
ductive in character. Governmental payroll expenditures in 
order to carry out the activities of government are regarded as 
less productive, or even as nonproductive, compared witli 
private payroll expenditures. 

In discussing the productiveness of private business ex- 
penditures, it is important to make a sharp distinction be- 
tween (a) the creation of a flow of real income of goods or 
scr\-iccs, and (b) tlic creation of new- instruments of produc- 
tion which increases the efficiency of labor and results in a 
larger flow of real income than would otlicnvise be possible. 
The fotiiicr is a tuility-creating expenditure; the latter is an 
cflicicncy-crcating expenditure. Investment which duplicates 
existing plants in accordance with the requirements of growth 
(as, for example, the erection of another radio factory) is of 
the fotiiicr type. Investment in improved machineiy is of the 
latter type. 
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The vie\Y that public investment is "unproductive," while 
private investment is productive, will not withstand careful 
analysis. Public investment, just as tvith private investment, 
may be merely utility-creating or it may also be efficiency- 
creating. The development of a public park, swimming pool, 
playground, or concert hall makes possible a flow of real in- 
come no less tlian the erection of a radio factory. Public invest- 
ment in the national forest, by preventing soil erosion and 
floods, or die construction of school buildings, may contribute 
to raise the efficiency of labor no less than private investment 
in improved machinerj-. Public investment, like private in- 
vestment, if wisely made will be utillty<reating or both 
utility-creating and efficiency-creating. 

In addition to being (a) utility-creating and (b) efficicncy- 
CiCating, public expenditures may also be (c) incomc;crcating 
in the sense Uiat tliey tend currently to expand income and 
employment. Indeed, from this latter standpoint, expendi- 
tures which are not efficiency- or utility-creating (such as tvar 
expenditures) may be quite effective. Tims, wars not only pro- 
mote employment during the emergency, but may sdmulate 
postwar private investment by creating accumulated shortages 
in housing and in odier investment areas. 

It is somedmes said that there is an important difference be- 
pveen business expenditures and governmental expenditures, 
in that the former are self-sustaining while the latter arc not. 
But this is not true. No private business can sustain its sales 
volume, unless the outlays of otlier businesses and the govci n- 
ment continue to feed die income stream. Nor is private busi- 
ness as a whole self-sustaining. It ivas not self-sustaining when 
the nadonal income fell from §8o billions to 5-lo billions in the 
early thirties, nor indeed in any other period of depression. 
The sales receipts of private business, no less than die tax re- 
ceipts of government, depend upon the maintenance of a high 
nauonal income. And die outlays of government can and do 
contribute to a sustained national income, no less than die out- 
1 j business. Indeed, when private business out- 

lays decline, the government alone is in a position to go for- 
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w'nrd anti sustain llic income tlirough incr'*ased expenditures, 

When it is said that public expenditures are “susuined out 
oH' private income, it will be disclosed, on cireful analysis, 
that the reasoning is precisely similar to that of the Physio- 
Lials. Afannractures were sustained, it w.as said, out of the 
surplus product of agriculture. The real fact, hosvever, was 
that, insic.ad of applying all the productive resources of society 
to agricultural production, the real income of tlic community 
was raised enormously by diverting’* a part of the productive 
resources to manufactures. In like manner, under modem 
conditions, many wants can be satisfied at all only by govern- 
mental action, and in other eases more effectively by govern- 
mental action. Roads, streets, sesverage disposal, reforestation, 
flood control, parks, schools, public health, hospitals, low- 
cost housing, social insurance, public playgiounds, and other 
recreational facilities all these represent w'ays of enlarging 
our real income far beyond wliat it could be it these things 
svcrc not undertaken by government. These activities .arc 
utiUty-crcating. and in part cfTuiicncycrcating, no less tlian 
the activities of private enterprise. Tlic govcrnmcnml ex- 
penditures are not "supported out of private enterprise any 
more than manufacture is supported out of tlic agricultural 
surplus. Just .as tlie manufacturing population buys the sur- 
plus of agriculture in exchange for its products, so also the 
services of government enter into the cxcliangc process and 
curicli the income stream. It is true that part of tlic e.xchange 
payment is in the form of uxes, but this fact m no svay alters 
the fundamental fact of c.\changc. The income of tlie popula- 
tion attached to any private cntci prise is derived not merely 
from the sale of its product to other private industnes, but 
also from tlic sale of its product to the population atuiched to 
governmental projects, including tlic construcuon of public 
works. In this process of c,xcliangc it is not true tliat any 
scguicni of the exchange economy supports out of its surplus 

i«Tl.h is M 111* mote iruc when it U a qi'otion 
e,nf5mrnt or U«e lM»t and .muted prod..clive resources, M .5 ihe cue .n 
periods of depression nr ot clitonic ..ncmploymcni. 
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any other seguient. Manufacturing is not maintained out of 
the surplus of agriculture, and goveniment is not maintained 
out of the surplus of private entei prise. Each segiuent con- 
tributes to the total flow of r™l income, and each takes its 
share out of the income stream. 

In the sense that the most essential necessity of life — food 
— ^is produced by agriculture, it may be said that agriculture 
is basic to all other economic activity. This seems to give it a 
soiL of priority. But this pilority bps a meaning only in primi- 
tive societies where it is necessary to devote all, or nearly all, 
of productive resources to the procurement of food. As a so- 
ciety becomes more productive, agriculture loses its right of 
pilority. The very supeiabundance of agricultural products 
implies that more emphasis must be placed upon other eco- 
nomic pursuits. Manufacture, indeed, may now become die 
really important branch in that its products are relatively 
scarce in relation to the products of agriculture. In an agri- 
cultural surplus society, manufactures may assert a claim to 
priority. 

With inci easing productivity, material wants are becoming 
more and more abundantly satisfied. It now becomes possible 
to satisfy more fully artistic and intellectual wants. T.eisure 
itself becomes an economic good, more important tlian any 
further addition to food or clothing. And with leisure comes 
demand for recreational, artistic, and intellectual activities, 
i^d It is in this area that community and govcmmental activi- 
ties play an increasingly impoiiant role. 


IV. Economic Effects of Public Debt 

The character of the expenditure for whicli debt is in- 
curred mil detei. .line whether the effect is (a) employment- 
creaung, utihty-creatmg, or (c) eificiency-creating, or some 

^he expenditure will 
^ect the standard of living. But once the debt has been 
mcurred, its subsequent impact upon employment and the dis- 
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iribution of income will be tlie same regardless of the pur- 
pose for which the debt was incurred. (The magnitude of subse- 
quent real income will, indeed, var)' according to the character 
of the expenditures made, but the functioning of the economy 
after the event will depend ex'clusively upon die magnitude of 
die debt and upon the typo of tax structure designed to finance 
die interest payments^ 

It is of interest to inquire whedicr or not die enoimous 
dead-weight debt in England, following the Napoleonic IVars, 
on balance impaired the great expansion of British industry in 
die ninctcciitli ccimiry. It must be remembered that this dead- 
w'ciglit debt was intcmally held and diat, therefore, the high 
taxes required to service the interest on die debt flowed back 
directly again into the community.CAn examination of the tax 
structure prevailing in the early half of die ninctecndi century 
would indicate that, in all probability, die huge dead-weight 
debt sctA'Cd to add to die flow of Individual savingsJlThis is 
true for tlie reason that the taxes were heavily of the indirect 


type, which did not iveigh severely on the incomes of die 
rich, while on the other iiand die rich, for die most part, held 
die government bonds. Thus, funds were taken through taxes 
from the coiiiniunity as a whole and paid in the form of in- 
terest to the wealthy holders of bonds, whose incomes floivcd 
largely into the stream of saving. According to the Colw-yn 
Committee, "taxation in 1818 hardly touched the saving 

power of die wealdiy " The Committee reports that 

of a total tax revenue of £56 millions, £40 millions was raised 
by customs and excise duties, levied largely on necessaries, die 
income tax having been repealed as from April, 1815.” 

In a century which witnessed a rapid extensive expansion, 
rcs'oluiionary changes in technology, die emergence of new 
industries, the rapid development of new territory, and an 
unprecedented growth in population, an imporuant limmng 
factor to expansion w.as the flow of savings. The dcad-weight 
debt probably served to siphon a part of die stream of income 
IT oommitiee on National Debt tind Taxation, op. cit., p. *36. 
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from consumption into savings, and in this respect ^cilitated 
and encouraged the rapid expansionist development of the 
nineteenth century. 

There were, indeed, periods of greater or less duration in 
which this compulsory saving process clearly tended to create 
depressed conditions. Chapter 7 of Malthus’ Principles of 
Political Economy is a clacsic example of an illuminating anal- 
ysis which interprets the post-Napoleonic War depression in 
tliese tenus. But, viewing the period from a long-run stand- 
point, the investment outlets were over the century ample, 
and the scarcity of investment funds was, on the whole, a 
limiting factor. 


In the Victorian era it is generally true that saving was left as 
a monopoly in the hands of the wealthier classes, who weie allowed 
to rpioain in almost complete control of their riches. In our view 
it is impossible to justify the old distribution of taxation, even 
though it reduced interference with saving to a minimum. It is 
true that under it industry advanced enormously, and the standard 
of living improved for the whole community more than in any 
comparable period. Neva theless, a tax system falling less on the 
pur^asing power of the poora classes and more on the savings 
of the richa might have been beneficial to production, as it cer- 
tainly would have been to immediate consumption.** 


There are other directions in which the dead-wfight pnhUc 

debt in the early nineteenth century acted as a stabiliring 

force 'l^e fact that rapidly growing financial institutions 

the stock market, commercial banks, savings banks, and finally 

life insurance companies had available an asset which was 

ranM f ^ scarcely fai] to have had great signifi. 

i of these institurions. l£re- 

ncccsZiiv had 7 enoimous risks 

ncc ssariiy had to be taken m industrial ventures as yet un- 

coStiml? ^ f experimental nature, goveix.men 7 bonds 
talists to achieve a reasonable balance between investSt 

*» Committee on National Debt and Taxation, op. eft., p. *41. 
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assets and speculative assets. The “fact that a man holds a good 
block of \Var Loan and can rely on a nucleus of safe income 
may sometimes induce him to seek higher but less safe return 
on his other savings." ” Had it not been possible to hold a 
laige part of the assets in safe and secure government bonds, 
and to use tlicse assets as a vantage point fiom which to make 
expeditionary excursions, so to speak, into untried and specu- 
lative investment teultory, it can scarcely be doubted ihat the 
rate of bankruptcy in a highly dynamic and rapidly changing 
industrial system ivould have been gi eater than was the 
case. This holds true for the individual investing capitalist and 
for the rising industrial and trading films and corporations. 
Indeed, it is difficult to see that the financial and industrial 
development of England in die nineteenth century could have 
proceeded with the degree of steadiness and security actually 
achieved had there been no large public debt available for 
secure investment. 

The main disadvantage of the public debt in England in 
the nineteenth century was the weight which the taxation inci- 
dent thereto imposed upon the wage-earning classes. From 
the short-run standpoint it depressed real wages. But in a 
highly dynamic society the curtailment of consumption rap- 
idly brought about an expansion in the capitalistic procras 
of produedon and thereby facilitated the progiessive rise 
throughout the nineteenth century of the standard of living. 
It may be that the sacrifice of the present was too seveie to be 
jusdfied even by the rate of growth which it encouraged. It 
may well be that England in the nineteenth century, no less 
than Russia in the twendeth, but by different institutional 
processes, sacrificed present consumption too much in the in- 
terest of capital accumulation and a future rise in the standard 

of living. _ , j j* 

Question may now be raised whether, in the altered condi- 
tions that currently confront Britain, an inteiual public debt 
today has any of the advantages or the degree of advantage 
which has been suggested above. In the England of the nine- 

Commiuee on National Debt and Taxation, op. at., p. too. 



FISCAL POLICY AND BUSINESS CYOTFS 


156 


teenth century a case can, we think, be made out for the thesis 
that a large public debt, substantially maintained but not 
allowed to rise, was, on balance, an advantage for expanding 
industrialism. It is probably true that, because of the economy 
imposed by a century of balanced budgets and even some re- 
tirement of debt, utility-creating public improvements, edu- 
cation and public health, were unduly neglected. Whellier 
larger expenditures on such projects could have been financed 
adequately out of taxation without weighing unduly either 
upon the current necessities of life of tlie masses or upon die 
desirable vohune of capital formation may be debatable. From 
the Napoleonic Wars to 1845, and again from the early seven- 
ties to 1895, a consideidble portion of the country’s productive 
resources was not fully employed. In the periods of prolonged 
depressions public expenditures of die character indicated 
could have been financed by borrowing (widi some attendant 
monetary expansion) without, on die one side, encroaching 
upon capital foimation or, on die odier side, resuldng in un- 
due price inflation. 


The assumpdon that a laige public debt is inherently and 
necessarily under all circumstances an evil is not wan anted. 
There are good giounds for believing that the post-Napoleonic 
debt exercised no depressing effect on die Bridsh economy 
and may, indeed, have played an important role in die eco- 
nomic progress of that country in the nineteendi century. 
Equally, we should not be justified if we concluded, widiout 
examination into the special circumstances of present-day 
economic tendencies, that the high public debt in England in 
the post-World War I period either depressed die standard of 
living, or prevented an otherwise attainable increase in pro- 
ductivity, or intensified the volume of unemployment. Indeed, 
It is not impossible that it may have acted in quite die oppo- 
site direction. While the post-Napoleonic eia railed for a large 
flow of saving, there are grounds for believing that die decade 
Called for a lai^er volnine of consumption ex- 
penditures relative to income. And while the public debt, 
considering the manner in which it was held in conjunction 
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ivilli ihc tlicn prevailing tax structure, encouraged saving in 
the post ■Napoleonic era. in postwar England it may have 
acteti to Mimnlaic consumption, owing to tlic diilcrcnccs in 
flic manner in which ihc dcht was held and in the tax struc- 
ture. W'hcicas the delit was formerly an instrument through 
which funds were siphoned from consumption into savings, 
so recently it has hccoine. in part at least, an instrument to 
siphon funds from savings into consumption. Tliis follows 
from the fart ihat the government dcht has recently been held 
partly by savings and financial institutions, the beneficiaries 
of which constitute a laigc part of the British public, svhile 
on the other side the tax structure is sufficiently progressive 
as to sveigh relatively heavily on savings and relatively lightly 
on coiisnmpiion.^’ We suggest tliat quite possibly the pub- 
lic debt for different reasons and under different economic 
circumstances, then and nosv, has served a useful purpose. 

There is no rc.xson to suppose that it is not important notv, 
as in the ninctccnili century, for financial and business insti- 
tutions to have available secure and safe investments, sudi 
as those offered by govcnimcnt bonds. Currently, tlie supply 
of govcmincni bonds relative to other securities is certainly 
very ninch higlicr than w.ns true in the latter part of the nine- 
teenth century, though clearly it is not as Jtigh as in the early 
part of the nineteenth century. From die standpoint of tlie 
quantity available, no ctsc cm be made for the diesis that 
tlic qti.nntity is inadequate for the needs of a wc]l-b,ilanccd 
investment portfolio of financial insliiudons and of business 
corporations. Ii is dc.ir that gilt-edged private securities are 
now available in mudi larger quantity tlian formerly atm 
tliat. correspondingly, tlicrc is less need for government ob- 
ligations. Indeed, it may be argued that the current large 
volume of governmental securities is tending to displace and 
crowd out gilt-edged private securities which might other- 
wise have come into existence. 


»'‘ln rcfrini lo the sitsnilard of saving, wc cottdtide ihtit the ine.Msed dircJ 
have atnltlbnicd app.eciahly w a pro rata X- 

lllnR. but very substantial-ltclow the pre-war amount. Committee on Na 
tional Debt and Taxation, op- cil., p. S4>. 
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Here we encounter the difficult question rvith respect to 
the advantages and disadvantages of a large volume of private, 
fixed-debt obligations. Private debt obligations may, indeed, 
be desirable enough from the standpoint of tlie investing 
institution, but from the standpoint of the issuing institu- 
tion a large vohune of sudr obligations, creating as it does 
a high burden of fixed charges, imposes a dangerous rigidity 
in an unstable economic world. Such rigidity is likely, in 
turn, to reinforce and augment the tendency toward economic 
instability, and has in certain instances, notably in tire rase 
of the American railroads, resulted in a serious impasse whicli 
almost precludes the possibility of making necessary new in- 
vestments. 


It is evident that we are developing more and more institu- 
tionaH7ed sources of savings. These naturally seek fixed debt 
obligations, whether gilt-edged private securities or govern- 
ment bonds. Thus, from tire standpoint of those wlio offer 
funds in the financial and investment market, there is clearly 
an incentive on the part of industrial enterprise to issue debt 
obligations which are prefciicd to equities by the investor. 
As the recent Twentieth Century Fund studies have pointed 
out, however, this is a dangerous development, and legal reg- 
ulations controlling financial investment institutions, notably 
savings banks and life insurance companies, ought probably 
to be libera lired so as to peuuit tliem to hold a certain pro- 
portion of their assets in the foim of equities. Any consider- 
able development in this direction, hotvever, presupposes tlie 
combination of such equity holdings ivitli an adequate vol- 
ume of highly riskless assets, either in gilt-edged private se- 
cunUK or in goveiument bonds. From the standpoint of the 
flexibility of the economy as a whole, it is desirable that tlie 
industrial borrower should issue stocks rather than bonds. 
It, however, the finanrial investing institutions are to be en- 
couraged to hold equities so as to diminish the current ratio 

necessary Uiat there 
e available an adequate volume of gpveiument secur- 

Debts and Recovery, The Twentieth Centuir Fund, 1938. 
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itics in order to provide tlic nppropriatc balance for die port- 
folios of financial investing institutions. 

We note encounter tlic question whetlicr a public debt 
(imposes any such serious rigidity upon the economy as is the 
osc svith private debt. We believe that it docs not. The in- 
terest on tlic public debt is serviced by taxation, tlie success- 
ful collection of which depends upon the maintenance or 
increase from the long-run standpoint of the national income 
as a wliole. The solvency of the government is not subject to 
the ri.sk of stnictunl changes which may cause die decline, 
or even death, of certain industnes and thus profoundly affect 
the income of private corporations. Moreover, the cyclical 
fluctuations of income arc less serious for the government 
than for the private sector of die economy. In the first place, 
the incomes of many private corporations fluctuate far more 
violently than the income of the economy as a whole. Much 
more important, hotvever, is the fact that die individual cor- 
poration with a low income in the depression phase of the 
cycle is placed in a dangerous financial situation. Corpora- 
tions with a hcasv load of debt may, in seriously depressed 
conditions, be forced into bankruptcy and may be unable to 
carry the interest burden, or at any rate unable to raise 
necessary new funds for expansion in the subsequent revival 
period. Tlic government is placed in no such dangerous sit- 
uation by reason of cyclical fluctuations of income. Indeed, 
the government is not only able to, but may, to the advantage 
of the economy as a whole, engage in boiiowing when the 
national income is temporarily low.*' As long as the interest 
on die public debt is well tvidiin the practical taxable ca- 
pacity of the government, taking the entire business cycle 
into consideration — and taxable capacity has very flexible 
limits, varying, however, with the financial integrity of the 
country — no question can arise with respect to die solvency 
of the government. And in advanced countries, in which 

ssTlie power ol the goveriimcnt, through the open-market operations of 
the Ccntriil Bank, to im.c.we ilie fundi arailable for the purclnsc ot govern- 
ment bon:l« is »n iniporuni ronsldcrtiiion. 
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there is a widespread interest on the part of the general public 
in the security of finanrial investments, such as savings and 
life insurance policies, tlie rvillingness to under lake taxation 
as an alternative to inflation is very sliong. Such a community, 
on the one side, has an enormous capacity to submit to tax- 
ation and, on the other side, can be expected to resist the 
road of inflation so luring to more primitive economies in 
which the mass of the people had no stake whatever in tlie 
stability of the value of money. 

Thus, a dual financial system, which on the one side af- 
fords a larfte supply of govenimental debt obligations for 
secure financial investment, and on the otlier side encourage 
the issue of equity securities by private companies, may well 
he the desirable goal. Financial institutions with a large sup- 
ply of govei ament obligations may safely invest a very con- 
siderable poilion of their assets in common stocks. A rise in 
the public debt is thus not necessarily inconsistent with the 
requirement that private industry should more and more turn 
to equity financing and eschew the tendency so prominent 
in the decade of die twenties toward mortgage and bond financ- 
ing. As far as the late twenties are concerned, it is, of course, 
true that the extremely inflated stock market encouraged 
many large corporadons to retire their bonds by the issue 
of common stocks. 


In this connection it will be of interest to compare (a) the 
total amount of goveiument debt obligations, federal, state, 
and local, (b) the total esdmated volume of private debt “ 
in the form of bonds and mortgages, and (c) die value of 

privatVdebrhas'r”'^''^-".^^"T^*'^ short-run nuctualionj, 

Kk V ^ National Industrial 

“rs'.a.ssr/ '•'"S'”'" 


Year 

igoa 

igij 

igag 

»9S7 

* In billions. 


Nat’l Income * 
5184 

S>-5 

Sa.g 

yijt 


Private Debt • 
$17-0 
32.a 

84.3 

70.3 
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common stock incnsiircd by the current market prices listed 
on the New York Stock Exchange. Tliesc data are given in tlie 
following table: 


Tamx XIX 


Gross Government Debt,-* Total Private Debt in Bonds and 
MoTt(^agrs,‘‘ Value of Common Stock“‘ 

(in millions of dollars) 


Gross Government Debt, 1937 

Federal 

§ 3 <>. 7>5 

State and Local 

19.15* 

Total 

Private Debt, 1937 

Railway 

i 3-">9 

7,762 

Industrial 

Public Utility 

13-874 

Farm Mortgage 

7,032 

25.508 

Urban Mortgage 

Total 


Value of Common Stocks. 1935-57 


$55,867 


§70.355 

$42,131 


r. Public Debt Controversy in the United States 

■With rc.spcct to the role of public debt in the American 
economy it^is evident that a major revolution is already u^n 
m irtliree decades we have shifted from nineteent^ 
century, traditional position of virttmlly 
a relatively high and 

three reasons: (1) the grc. i* includine roads, 

of loc.il e?=i(nuhc World War of 1914; 

schools, sewerage Vo d esc must now be added a 

,»o„a W..a 

s. and « Sun’ey of Current 'J* '“,“03! Av.’.agc of Hm-oMhe- 

s. A’r«- York Slock Exchange Uarbooh. 1937. P- 

”“^5';=" commutes Hearing,. Part g. Saning, 
and Investment. 
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War. War, depr»*^sion, and the growing need of large-scale 
consumers’ capital, which can be supplied only by the collec- 
tive action of the country as a whole — these are tlie develop- 
ments which in the last quarter of a century have led, and 
are leading, the way to a large and increasing American pub- 
lic debt. 

The history of the federal public debt over a span of one 
hundred and fifty years clusters around five major episodes: 
(i) the early period of federal expansion, (z) the War of 1812, 
(3) the Civil War, (4) die first World War, and (5) die Great 
Depression. 

TTie increase in federal debt whieh occurred in each of 
the three middle periods has to do with war. Any controversy 
with respect to public debt in such periods is not likely to 
run in temis of fundamental considerations. Debate is likely 
to be limited largely to the practical problems of financing 

the extent to which it is feasible or appropriate to finance 
the war from taxadon. 

In the fint and last periods, however, discussion with re- 
spect to the role of public credit ran in more general tci ms 
and disclosed deeper issues. The problem was not so much, 
or at least not so exclusively: How can expenditures inevitably 
imposed upon the country by imperious necessity best be 
met? The problem was in part: Sliall the public credit be 
used as a posidve instrument of govci nment in order to reach 
ceriain desired ends? 

The first period was under the spell of the great leadership 
of Alexander Hamilton. Hamilton fought for a vigorous use 
of the public credit in order to strengdien the position and 
the power of the new federal government. He did not fear 
the growth of what, for his day, was a huge public debt. Hav- 
htg regard for the relative fiscal capacity of the federal gov- 
ernment then and now, one may confidently assert that the 
federal debt rvas larger at the end of Washington's adminis- 
traUon than it is at the present moment. 

Hamilton wanted to achieve certain goals for the new gov- 
ernment. He could not achieve tlie ends he sought without 
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the federal government’s incurring a large public debt. From 
this he d.c not shrink. Indeed, he argued that a considerable 
piiiJlic dclji, under ccrLiin circumsianccs, had definite ad- 
vantages for the economy. He urged a fearless use of the pub- 
he credit w-ithin appropriate limits, not merely for govern- 
mental ends, but also to adiicvc certain economic objec- 
tives. ■' 


To the honor of his opponenu, who were eager to hold 
the public debt of the new federal government down to tlie 
lowest possible iniiiiratim, and whose aim it was to reduce it 
.IS soon as possible to zero, Hamilton proposed not only tlie 
assuinjition of the forcign-hcld debt (which was gcncially 
agreed to as necessary- in order to preserve the nation’s credit 
abroad), but also the assumption and funding of the Con- 
tinental and Confederation domestic debt and even of the 
Rcvolmionar)' debts of the states. Together, these totaled 
579.125,000. For a struggling young government to assume 
a flclit of over $79 millions was regarded by his opponents 
as a highly dangerous proposal. Hamilton defended it, how- 
ever, as the surest way of firmly csublishing the new federal 
government. 

1 le went farther than this. In his First Report on tlie Pub- 
lic Credit, issued January 9, 1790, he listed three benefits 
w'iiich he believed tlie economy would derive from the debL 
He argued that merchants svould, by reason of tlie public 
debt, be enabled to invest their unemployed capital in gov- 
crnnicni bonds. This svould yield .an added source of revenue, 
and so enable them to trade for smaller profits. Moreover, 
the bonds svould provide a rc.idy source of credit svhen tlie 
merchant needed it for commercial operations. Similarly, ag- 
riculture and manufactures, he argued, svould be promoted 
by the existence of public debt, not merely on their osvn 
.'iccount, but also because ‘‘the merchant svhose enterprise in 
foreign trade gives them activity and extension” is benefited 
in the manner indicated abos'e. Finally, he maintained that 
the rate of interest svould be loss’ered by reason of the in- 
creased supply of liquid assets. Hamilton suggested that bonds 
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were, for ceilain purposes. virtiwUy ±e equivalent of money. 
Accordingly, a large public debt would lower the rate of 
interest, "for this is always in a ratio to the quantity of money 
and to the quickness of circulation.” Hamilton’s analysis is 
restated by Dunbar as follows: 

Hamilton saw that the revival of industry could only be accom- 
pli<!hed by the aid of a sound mercantile credit, and that for the 
giowth of this the establishment and regular operation of public 
credit weie necessary. He saw the advantage which must act-iue 
to the community when the resources of individuals locked up in 
Haims against the goveiument should become mobile by being 
converted into negotiable securities having a recognized standing 
in the market.** 


Such were the purely economic benefits which Hamilton 
saw in a public debt. From the standpoint of tlie new gov- 
ernment, he saw in the assumption of state and Confedeia- 
tion debt a means of strengthening the central government. 

Through the continual amortization of the funded debt 
he maintained that funds would be “liberated, and will be 
ready for any future use, either to defray current expenditures 
or be the basis of new loans, as circumstances may dictate.” 
Thus managed the public debt was conceived of as a sort of 
revolving fund. The principle of debt amortization he re- 
garded “as the true secret for rendering public credit im- 
mortal. . . . The successive libeiation of the revenues, suc- 
cessively pledged, will afford resources that may almost be 
said to be inexhaustible.” Public credit he regarded as “a 
means of acceleiiting the prompt employment of all tlie abil- 
ities of a nation.” It is “not only one of the main pillars of 
public safety, it is among the principal engines of useful enter- 
prise and inteioal improvemenL” 

Hamilton’s opponents rharged him with being merely a 


** G. F. Dunbar, "Some Precedents FoUoivcd by Alevander Hamilton,” Ouar- 
telly Journal of Fconomics, 1888, pp. 32-59. 

/. Report on the Public Credit; Second Report on the Public 

aedit. (See pages 46, 156-7, 170-2 in McKee’s edition Papers on Public Credit, 
Commeiie and Finance, by Alexander Hamilton.) 
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slavish folloH’cr of Pitt .mcl English financial theories. Jeffer- 
son tvrotc to ^Vashington in 1792: "TJiis exactly rnarks the 
difference heUveen Colonel Hamilton's vicivs and mine, that 
I troiild wisli the debt paid tomorrow'; he wishes it never to be 
paid, bin always to be a thing whereirith to corrupt and rnan- 
age the legislature." “ Hamilton, however, denied tlie thesis 
imputed to him by his opponents diat "public debts are public 
benefits ' under all conditions. He was realistic and specific. 
He argued that with the problems then confronting tlie new 
government, both from the political and from the economic 
standjjoint, tlie "proper funding of tlic present debt will ren- 
der it a national blessing. . . 

Tltc Congressional debates disclose opposition to this view. 
A mcmijcr from Georgia argued that England svas a melan- 
choly instance of the ruin attending funding systems. 

To sudi a pitch has the spread of funding and borrmving been 
carried in that country that in 1786 their national debt had in- 
creased CO jTsso.ooo.ooo sterling, a burthen w'hidi the most san- 
guine mind ran never contemplate tlicy will ever be relieved ftoift. 
If future ditnculcics should invoU'c that nation still further, what 
must be the consetiucncc? The same effect must be produced that 
has taken place in other nations; it must citlicr bring on a national 
bankruptc}', or anniliilacc her existence as an independent empire. 
Hence, I contend that a funding system in this country svill be 
highly dangerous to the svclfare of the Republic; it may for the 
moment raise our credit and increase our circulation by multiply- 
ing a new’ spcdcs of currcnc)', but it must Itcrcaftcr saddle upon 
our posterity a burthen svliidi they can neither bear nor relieve 
tlicmsclvcs from.” 

Hamilton was too keen to be befuddled over tlie "posterity 
burden" argumeuL He sasv quite clearly svhat econornists 
have .alw.iys pointed out, tliat it is not a question of posterity 
versus the present generation, but rather a question of trans- 
fer from one group (tlic taxpayers) to another group (the bond- 

»o Jellcison, Works, Volume III, p. 461. 

«i Thomas Brnion, Abridgement of the Debates of Con^,ess, February g. 
1790. 
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holders) both groups being members of the same genera- 
tion. Hamilton argued that there was merely a transfer of 
capital to the amount of the annuity from those who pay to 
the creditor who restores it to circulation.®* 

Hamilton, arguing that ceilain positive economic benefits 
would accrue to the nation from a public debt, was con- 
fronted with the familiar reductio ad absurdum argument: 
If this is so, does it not follow that the more debt the better? 
Hamilton’s answer was precisely the correct one to all such 
arguments, namely, that we must never lose sight of balance 
in economic life. It may be a good thing under ceiiain cir- 
cumstances to lower the price of steel by lo per cent, but it 
does not follow that it must be good economic policy to force 
a reduction by, say, 90 per cent. It may be desirable to realign 
the foreign exchange value of a currency by ao per cent, but 
it does not follow that an 80 per cent depreciation is desira- 
ble. And so for all economic policies. Hamilton put it as 
follows; 


There are respectable individuals who, Iioiu a just aversion to an 
acotmiilation of public debt, are unwilling to concede to it any 
kind of utility; who ran discciu no good to alleviate the evil with 
which they suppose it pregnant; who cannot be persuaded that it 
ought, in any sense, to be viewed as an increase of capital, lest it 
should be infened that, the more debt, the more capital, the 
gieater the burthens the eater the blessings of the community. 

But it inteiests the public counrils to estimate eveiy object as 
it truly is; to appreciate how far the good in any measure is com- 
pensated by the ill, or the ill by the good: either of them is seldom 
nnmixed. 

Neither will it follow that an accumulation of debt is desirable 
because a certain degiee of it operates as capital. There may be a 
plethora in the political as in the natural body; there may be a 
state of things in which any such artifirial capital is iinnecessary,** 


»= Papere on Public Credit, Commeite and Finance by Al«*vnnder Hamilton 
(McKee edition, pp. 216-17). 

Hwn Dcc<'..,ber 5, 1791 (McKee edition, op. cil.). 

H I ton also notes the eltei.! of an exrfwively large public debt on wealth 
ncentration, the debt "seiving only to pamper the dissipation of idle and dis- 
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Defending his own position, he admitted that he had 

explicitly maintained that the funding of the existing debt of the 
United States would render it a national blessing; and a man has 
only to travel through the United States with his eyes open, and 
to observe the invigoration of industry in eveiy branch, to be 
convinced that the position is well founded. 

But whether right or strong, it is quite a different thing fioru 
maintaining as a geneial proposition that a public debt is a public 
blessing; particular and temporary circumstances might render 
that advantageous at one time which at another might be hurtful.” 

Hamilton’s position was vigorously opposed by Gallatin, 
who consistently resisted any increase in debt and contimially 
sought to reduce any existing debt This was true long before 
he became Secretary of the Treasury. As Senator from Penn- 
sylvania from 1795 to 1800, he fought the financial measures 
of the Administration. War was by many thought imminent, 
and this presented squarely the problem: Should the govern- 
ment increase its debt or neglea its defenses? The Federalists 
did not hesitate to clioose an increase in the debt in order 
to achieve a substantial airrty and navy. Gallatin, holding a 
large public debt to be a menace, believed the national safety 
and security could best be promoted by spending less on de- 
fense and more on debt reduction. For him, the discharge of 
the public debt became an uncompromising dogma- Jeffer- 
son and Madison supported his principle, but were sufficiently 
realistic to modify the policy when circumstances justified 
large governmental expenditures necessitating an increase in 
the national debt. Thus, Jefferson’s ideas with respect to the 
public debt did not prevent him from embarking upon large 
expenditures springing from the war with Tripoli and the 
purchase of the Louisiana Temtory. Gallatin, however, with 
singleness of purpose and rigorously adhering to his dogma, 
opposed both. In 1807 the threat of war brought further 

solute individu-->ls“ and making the sum' required to pay intcest opprt»;v^ 
The latter would be particularly true in a sodety such as Hamilton’s which 
rdied mainly on consumption tavps. 

«< Letter to Philadelphia Gaielte, September ii, 1792. 
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sharp inaeases in expenditures, followed by reductions in the 
next two years. But the War of 1812 blasted Gallatin's hopes 
of paying off the debt, and he resigned as Secretary of the 
Treasury. The debt had risen from §45 millions in 1811 to 
$100 millions in 1814. 

The particular economic arguments advanced by Hamil- 
ton in support of the use of public ciedit have, of course, little 
relevance to the controversies of today. What is of interest 
for us is not the particular foiiu of his aigument (except for 
his recognition fhat an intemally-held debt represents a trans- 
fer and not a burden), but rather the fact that he resisted 
the general dogma that public debts are inherently bad. He 
was repli'tic in his approach. His opponents were dogmatists 
who insisted that a public debt is, at all hazards, to be avoided 
except under die painful necessity of war; dial no benefits 
may be derived from the use of the public credit from the 
standpoint of the economy; that its consequences are all hanu- 
ful; and that, if unavoidably incurred, it should be reduced 
to a minimum at the earliest possible moment Hamilton rec- 
ognired public credit as a useful instmment of governmental 
policy. The economic ends he sought were, for the most part, 
not the ends we seek today, but the principle is still valid. 
It is necessary to look behind the instrument to the economic 
realities and to the results which ran be expected to flow from 
the use of the public credit. 


VI. Limits to the Public Debt •• 


Consideiations widi respect to die magnitude of die pub- 
lic debt involve an analysis of the ver)- difficult concepts of 
t^ble capacity and taxable income. Taxable income may 
be defined nanowly as diat portion of the national income 
which passes through the commercial market and which is 


Limit and Fconomic Burden 
vemhrJ .n? ’1 ^ u Quarterly Journal of Economics No- 

fW/CT Vol “a'’ ^^“8-ve and B. H. ^ggim i„ Public 
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received in ilic form of money. Obviously, lioivevcr, a very 
considerable p.nrt of the national income is received in the 
fouii of serv’ices without passing through the money price 
mechanism. In ilie broader sense, lljercfore, taxable income 
may be said to include not only the monetary income upon 
which the tax collector can lay hands, but also that portion 
of the income received directly in the foim of services, 
whether rendered by the government or by individuals 
(housewives, for example) witltout monetary recompense. 

The term “taxable capacity” may thus be defined in vari- 
ous rvays. (^I'axable capacity may be conceived of in terms 
of (a) tile money income, (b) the money income plus the 
income derived from free governmental services to which, 
liowevcr, a fee might have been atLichcd, and (c) the entire 
income of the community, whetlicr derived within the price 
mechanism in the form of money receipts or outside of^the 
price mechanism in the form of directly consumed utilities 
and services.) 

The question now arises what types of governmental ex- 
penditures may increase the taxable capacity or the taxable 
income. Clearly, governmental capiml expenditures which 
arc remunerative in character and produce a money income 
arc precisely similar to private capital expenditure.^ More- 
over, c.vpcnditurcs which increase tlic flow of utilities and 
services (such as parks and playgiounds), but for whicli no 
commercial price or fee is charged, may,^ nevertheless, fur- 
nish quite legitimate ground for penuitting an ini,i'*ase in 
the national money income sufficient to peimit the transfer 
payments without encroaching upon the monetary income re- 
maining in the Jiands of tlic public, and which would be 
available for private investment and consumption expendi- 
tures. An increase in real income justifies a corresponding 
monetary expansion, wheilicr springing from an inCTcased 
output of goods and services placed on the market by pri- 
vate entrepreneurs, or from goods offered freely by the gov- 
ernment without price or charge. Monetary expansion equal 
to the rise of real income does not m'*an price inflaUGn. In- 
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deed, without an increa'se in the money supply (assuming ve- 
locity constant) the transfer of funds through the public fisc 
would tend to cause deflation. 

Thus, (public investments, the services of which are offered 
ivithout charge to the community, may through appropriate 
monetary expansion increase the taxable capacity in the 
seiKie of increasing the taxable money income. That they 
ini.iea<« the taxable capacity is perfectly clear if the benefits 
from such investments are placed within the framework of 
the price mechaniem by rharging a fee for the services ren- 
dered, and if the monetary authority pemiits a sufficient 
monetary expansion to allow the collection of such fees 
without encroaching upon the monetary transactions of the 
private sector of the economy.)All fhis will be equally true 
if we substitute a geneial tax levy in lieu of the special fee 
attached to each service rendered. 


The monetary taxable capacity and monetary taxable in- 
come can, of course, quite easily be increased (once full 
einployuient by the loan expenditure method is reached) suffi- 
ciently to match the inaeased taxes, so that no encroach- 


ment upon the monetary funds available for the purchase 
of goods privately produced need occur. Thus, the receipt of 
a ceiiain quantity of free goods would justify a monetary 
expansion. When private capital expenditures result in addi- 
tional output of commodities or services, a monetary expan- 
sion adequate to ciradate these goods at a profitable price is 
justified. Equally, when the govemment provides free seiv- 
ices, some appropriate monetary expansion is justified. This 
would peixuit the collection of taxes sufiicient to cover the 
expenses of opeiation, together with amornVation and in- 
tCTest charges, without any reduction in the media avail- 
able for monetary tiansactions/ln so far as the goveu. mental 
expenditures call forth the utiHration of unemployed re- 
sourc« which othenvise would not be used, not only is the 
taxable income increased, but the increase is dependent 

already readied, any fonher eapannon of _gove..imeii- 
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tol scn-iccs would encroach upon, and become a substitute 
for, real income privately produced. But there is no a priori 
reason to .suppose that the magnitude of Uic real income trill 
be any .smaller in the one ease than in tlie other.) 

A second consideration sritli respect to tlie size of public 
debt has to do with tlie relation of debt to prices. The fear 
is frcqucmly expressed tliat an incrcasinR public debt must 
cscntually^ produce a price inflation. This conclusion is not 
justified^No general statement can be made svitliout an ex- 
amination of the special drcunistances in each r-nse. The 
deficit may be financed by: (a) borrowing from the banks, 
(b) borrow’ing from accumulated idle balances held by cor-. 
porations and individuals, and (c) bowowing from die cur- 
rent income of die individuals and corporations. The first 
method of financing results in an expansion of die money 
supply (demand deposits); the second results in an increase 
in tile velocity of circulation. 'WTiethcr new money is created 
or idle money is put to active use, in cither case the income 
stream (Nt\') is increased. But this process will not cause a 
price inflation as long as it is possible to match die incre-n. 
ing stream of money income with a corresponding increace 
in flow2_of_rejil income. In short, as long as diere are unem- 
ployed resources neither of these methods of financing a 
deficit constitutes a dangerous threat to price stability.) 

Once full employment is reached, it is no longer possible 
to increase appreciably the flow of real income. At this point 
it becomes necessary, if price inflation is to be avoided, to 
sloj) any further incrc.isc in the money income stream. But 
it docs not follow that even in this situation a continuing 
deficit must necessarily produce price inflation. What is true 
is that the deficit must no longer be financed by monetary 
expansion. If, however, the deficit is financed by diverting 
a part of the current income stream to the government 
diroiigli borrowing from the public, there is no ground for 
fearing inflation. A condnuing deficit, even at full employ- 
ment, need not result in price inflation. 

Continued governmental expenditures would be necessary 
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to mainfpin full employment if, in the absence of such a 
progi^m, a part of the income streani_would otherwise be 
diverted into idle balances. Income, output, and employment 
would, accordingly, decline. By diveiting these othenvise 
idle funds into spending channels, the money income stream 
can be kept flowing and tlie real income maintained. But 
thii process would not result in price inflation. ^As long as 
the deficit is financed by borrowing from the current stream 
of savings, a continued increase in the public debt will not 
of itself produce inflationi) 

It is sometimes argued that the mere size of_the public 
debt may cause inflation. This argument rests on the sup.- 
posidon that a huge debt represents a heavy_burden upon 
the community and strains the taxable capacity of the gov- 
ernment. It is said that the goveiiiment may find it impos- 
sible to cany on its noimal opeiadons and, in addidon, to 
meet the interest obligadons on die debt. Accordingly, so 
it is argued, the goveuiment may be compelled to resort to 
the printing press, and thus an inflation will be produced.’® 

(This reasoning is essentially cuoneous. An intemally-held 
debt represents a transfer of funds within the community. 
It is true that attention must be paid to the character of die 
tax structure through which the transfer payments are ef- 
fected. Finally, in appraising taxable capacity it is necessary 
to keep in mind both aspects of fiscal policy expenditures no 
less than taxadon."^ 

so The indition experience of Ge,...any in the posuvar period is sometimes 
dfed- It is not possible at this point to consider the tn-ire of spcci.’il circum- 
stances, including quite unsound public policies, on the part of both Gcimany 
and the Allies, which produced this inflation. For the purpose in hand, it is 
snffirient to point out that Gei">any's internal debt in relation to income was 
not as large as Fngland’s. The inflation can adequately be explained on other 

gLuunds. 

*r Confionted with a national debt equal to tsrice the British national in- 
Mine, the Mwjn Committee was nevertheless able to conclude as follows: 
"In our opinion the prcvi.t taxation eren in conjunction with the loss of 
material wealth due to war expenditure, which lies behind the National Debt 
—is not one of Uie miin cai's« of industrial difficulty. ... So far .is taxation 
is conccued, we think that, if general conditions improve and times become 
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Too frequently discussion with respect to tlie problems of 
a rising pulilic del)i and ability to scn’icc the interest charg«, 
proccetls on the assuniptioTrof a staticnational income. This 
assninplion_is Inghij' unrealistic. To make tlie system of free 
enterprise workable, it is absolutely necessary to ensure a ris- 
ing national income. Should the income remain stationary, 
ri.sing per tvorkcr productivity would imply an ever-growing 
volume of unemployment. A static national income, with or 
without a rising public debt, would wreck the economic order. 
During the nineteenth century, .and up to the first World 
W'ar, the real national income in the United States increased 
by around .J per'cent per annum. We cannot expect tliis rate 
of increase in the future, otving to a much slower rate of popu- 
lation growth. Hut tve have a right to expect in the next half 
century a rate of increase in real and money income of a or sVs 
per cent per annum. In fifty years this would give us a national 
income of around S250 to $300 billions of dollars at 1940 
prices. 

The (jopular belief that a large public debt tends to pro- 
duce inflation has, no doubt, arisen in part from thc^ fact 
that pricc~in/lation in wartime has usually been associated 
with a large incrca-sc, jn_tlic.pnblic.tlc!?t. It is, of course, true 
tliat vast war expenditures piled on top of private expendi- 
tures (inadequately curtailed by taxes or by borrosying from 
current income) will produce an inflation. But this is quite 
another matter. The question here has to do partly with 
die magnitude of the expenditures and partly witli the man- 
ncr in w’hich they were financed. A too rapid increase in 
debt, particularly when it is accompanied by a rapid increase 
in bank credit, w'ill produce an inflation. But it does not 
follow from this that a large debt once reached will result in 
inflation. Once the expenditures arc over, the magnitude of 
the debt per sc will not produce inflation. 

It is true that a country with an cnowuous debt will have 

more prosperous, the burden will be carried wilh comparative " Cmd. eSoo, 
p. 845- 
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a larger budget owing to the interest rharges. Accordingly, 
if the national income is allowed to fall drastically, tax re- 
ceipts ivill fall sharply and a large deficit rvill be incurred — 
larger by reason of the debt But under these circumstances 
the government will be compelled to cope with a deflation- 
ary situation, not an inflationary one. 

The argument may, however, shift from inflation to defla- 
tion, and the question is raised: Is it not likely that a huge debt 
tvill cause deflation? This view appears supeificially to draw 
support fiom the observed events folloiving a great rvar. It 
is noted that, in these circumstances, countries saddled with 
a great debt frequendy experience a serious postwar defla- 
tion. The difficulty, however, does not arise from the magni- 
tude of the debt, but from the strenuous elTort made to re.- 
pay a large part of the debt.(ln the absence of a vigorous 
private investment boom, the retirement of any consideiable 
part of the debt ivill produce deflationary consequences.*’} 

What has been said rvith respect to inflation and distribu- 
tion of wealth and income implies that there are limits to the 
public debt which, if exceeded, will tend to affect the work- 
ability of the economy.(But these limits must be conceived of, 
not in teiuis of a fixed amount or a static situation, but in 
teuiis of a dynamic process. Account must be taken of rates of 
ehange and the magnitude of the public debt in relation to 
other magnitudes, csperially the ratio of debt to national in- 
come. With respect to rates of rhange, a too rapid increase in 
lom expenditures at full employment -will produce inflation. 
With respect to proportionality, a large debt in relation to na- 
tional income may imply a disproportionate amount of wealth 
invested in government bonds and held by the wealthy Hasses. 


«The mre of the United States in the decade of the twenties is often cited 
ti whoUsouie economic elfccii ot a program of debt re- 

fedor,ML. as a whole, induding 

a® Rousing, for <7»inple) caused by the srar. together with other 
neM^i^er thes; dr^umnan^. sle 

d«i«W. Th *«"■ and local) might have bcTo 
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TIic rentier class might accordingly become too large at the 
expense of tlie active elements in the countr)’. Even an ideal 
tax stvnctnrc will restrain more or less tlie inducement to in- 
vest, and a regressive tax structure will unduly restrict con- 
sumption. Diversion of a large part of the income stream into 
interest payments on government bonds would tend to raise 
the propensity to save, thus intensifying tlie savings-investraent 
problem.) 

Mucli of the discussion about the limits of the public debt 
is wholly unrealistic. There arc no rigid and fixed limits. The 
protilcin is a liianageablc one, and can 1jcst be taken care of by 
ensuring that taxation is adequate: (i) to prevent inflation 
and (2) to provide a reasonably equitable and tvorkablc dis- 
tribution of wealth and income. Within tlie limits set by these 
criteria, it is possible to determine, according to varying cir- 
cumstances, what proportion of public cxpcnditjtr.es may ad" 
s‘.;im,aqconsly be loan-financed and what proportion should 
be lax-ntianccd. 


VIL Controlled Borrowing 


There arc tljrfc w.ays in which governmental expenditures 
designed to secure full employment may be fipangcd: (i) 
by the creation of interest-free, or virtually interest-free, 
money. (2) by borrowing at die market rate, and (3) by toes. 

There arc many who favor a strong expansionist fiscal 
policy, but jvlio wish ncvcrdiclcss to avoid an increacc in 
the pulilic debt. Some wish by highly pro^cssive toes to 
balance the budget" at an expenditure level suffictently 
high to produce full employment. Odicrs tvould regard such 
a tax structure as altogether too represstve, and favor financ- 
ing the expenditures from interest-free money. 

Crude u!ccnbackisra, that is, die printing of paper mon^ 
is no longer seriously proposed. Even during die 
stress of the first World War no government resorted to this 


«• The phrase is here used in the sense 
ceipis adequate to cover all expenditures, 
expenditures. 


commonly employed, namely, 
induding both operating and capital 
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practice. The essential reason, of course, is that under mod- 
em conditions notes or currency are relatively little used as 
means of payment. Modeiii money consists of demand de- 
posits, and so “modern greenbackism” seeks to devise schemes 
by which deposits ran be created without the incurrence of 
interest-bearing debt. 

Various methods to implement the latter proposal have 
been suggested. The Fedeial Reserve Banks might be re- 
quired by law, at the request of the Secretary of the Treas- 
ury, to make interest-free loans to the government. Treasury 
deposits thus created at the Federal Reserve Banks would be 
spent in the usual manner by the government on public 
works and even on regular expenditures. Objection to this 
proposal could be raised on the ground that the spending 
of such deposits would create excess reserves, precisely as 
in the case of the spending of deposits created by the issue 
of gold certificates to the FederaJ Resen'e Banks. To this 
some have replied that excess reserves are not impoitant 
(and perhaps even to be welcomed), and others have sug- 
gested that this problem could quite well be taken care of 
by adopting the “hundred per cent reserve” plan, or else by 
giving the monetary authority unlimited powers over the 
reserve requireuients. Another proposal which avoids the 
excess reseive problem is to compel the commercial banks 
to make interest-free, or virtually interest-free, loans to the 
goveiurnent. Thus, the London Economist*^ suggested that 
in the case of war loans the banks should be compelled to 
take government bonds at one half of 1 per cent interest. 
In view of the extraordinarily low rate on short-teim Treas- 
ury bills, and in view of the large amount of these pur- 
fhased by the banks, it could be argued that this proposal 
■was, in effect, substantially carried out in the United States 
in the period 1933-36. 

The paper money issued by the American colonies, while 


«See " me Terhnique of Inflation,” London Pconomist, January ay, 1040. 
^ fli'o A. A. Bede’s ptopnral in Hearing, Befoic the Temporary National 
FJonomic Committee, Part 9, Savings and Investment. 
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nt times used to help finance wars, was typically issued as 
lonns to finance jirivnic business. Tlic rate of interest was 
commonly 5 or 6 per cent. Tlic loans were secured by mort- 
gages on land and houses and were to be paid back in an- 
nual installments. Yet, in part, the issues srerc used to finance 
the government on an interest-free basis. These paper money 
issues were successfully made in the Middle Colonies, espe- 
cially Pennsylvania, New York, New Jersey, and Dclaivare,** 
but with rather unfortunate consequences in some colonics, 
Denjamin Franklin relates in his Autobiography his part in 
tire paper money movement in Pennsylvania. Besides pub- 
lishing the first book supporting the issue of paper money, 
he himself wrote, in 1729, “A Modest Enquiry into tire Na- 
ture and Necessity of a Paper Currency." 

Pennsylvania made nesv issues periodically for about half 
a century, beginning svith 1723. During the first half of this 
interval the price level remained substantially stable, but 
rose about 30 per ceirt during the second half under the im- 
pact of larger issues used to help defray the expenses of 
the French and Indian Wan. This successful paper money 
c.xpcriincnt is summarired by a contemporary as follorvs: 

"The singular prosperity of the province may be attrib- 
uted chiefly to the economical habits of the people and the 
genius of titcir jurisprudence, partly to the prudent policy 
of promoting enterprise by feeding circulation svith loans of 
paper money, gr,idual yet moderate.” " 

The modern banking system, svith its freedom to create 
demand deposits on ,T fractional resers-e b,asis, essentially is- 
sues "paper money" through tlic loan-deposit operations. 
And this "multiplication of currency” has given us an ever- 
c.xpanding money supply corresponding more or less to the 
increasing volume of trade. If, hosvevcr, tlie banking system 
is called upon to finance the government deficit, there might 

*1 Sec Ricliard A. Lester, AtoneMry Experiments, Princeton Univeisity PrtjS, 
ifljD- t'lus Ixjol;, carefully documented, gives a wealth of information on paper 
nioiicy experiments in the American colonics. 

«» George aialmcrs. Introduction to the History of the llevolt of the Amer- 
ican Colonies, quoted in Lester, op, cit., p. in. 
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be no relation between the requirements of tiade and the 
money supply thus created. If the deficit is large ?3 or $4 
billions per annum the continued growth in demand de- 
posits would quickly outrun the secular rise in output. Con- 
trary to the crude monetary theory, we know, however, that 
this situation does not necessarily produce a price inflation, 
but may only result in a decline in the velocity of circula- 
tion. In the absence of private investment outlets adequate 
to produce full employiuent, the goveinmental expendituies 
could be controlled so as to prevent a price inflation. But 
if large governmental expenditures are required to promote 
full employment, and if the deficit is financed heavily by 
bank, credit and not out of savings, the money supply will 
continue to rise,- and may rise far more rapidly than the 
upward trend in the physical volume of trade. 

The multiplication of the money supply at the beginning 
of a recoveiy from any consider able depression is desirable. 
The means of payment are inadequate at this point to cir- 
culate a full-employment output of goods and services. At 
this point it is, therefore, pemiissible to finance a part of 
a governmental recovery program through the sale to banks 
of low-interest-bearing, short-teim bills. But a progressive 
multiplication of money beyond the requirement of market 
transactions drives interest rates on government and gilt- 
edged securities to an artificially low level. Not only are 
the banks deprived of reasonable earning assets adequate to 
support the expenses necessary to furnish the public bank- 
ing services, but, in addition, social security trust funds, 
savings banks, life insurance companies, and educational and 
otlier nonprofit institutions are deprived of a reasonable re- 
turn. These services must, therefore, be financed in some 
other way. 

Thus, the apparent escape from the payruent of interest 
charges, it turns out, entails expenditures by the community 
elsewhere. Moreover, there is something wholly artificial in 
the continued multiplication of money far beyond the re- 
quirements of trade. Pushed to its logical conclusion it 
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meanc, in fact, the giadual "euthanasia of the rentier." 

It is just here tliat a suong rase can be made for a con- 
tinuing deficit corresponding to the requirements of thrift 
savings streams. Life insurance, savings banks and other 
tlirift institutions, baby bonds, and social security trust 
funds have taken in recent years annually about §3 bil- 
lions of government issues. Institutional thrift streams 
rightly seek, wholly or in large measure, the safest type of 
security: namely, government bonds. A wide diffusion of 
property oivnership is thereby encouraged. There is thus a 
solid basis in these thrift streams for controlled borrowing. 
Here one finds a reconciliation bettveen the principle of thrift 
and governmental loan expenditures." 

In so far as the goveniment ran bonow fiom small savers, 
an increase in the public debt will not prove unfevorable to 
an equitable flistiibution of wealth. But if the giowth in the 
public debt is very rapid, it will not be possible for rela- 
tively small savers to take any large proportion of the new 
securities issued. They will be absorbed by the ricli and the 
well to do, and by large corporations. A rapid giowth in the 
public debt is, tlierefore, likely to intensify the inequality 
in wealtli distribution. This is the most fundamental objec- 
tion tliat can be raised against finanripg mainly by boiiow- 

To mitigate this inequality in wealth and income it is 
necessary to finance the large proper lion of govcinment ex- 
penditures from taxation. Indeed, this is the primary func- 
tion of a steeply progressive tax structure. (Were it not for 
tire fact that a rapidly mounting public debt tends toward 
wealth concentration, borrowing is always to be prefeired 
to taxation, since borrowing is always a more expansionist 
method of financing expenditures. Expansion should, of 

« As I have often stated, I do not favor large accumulations of social security 
reserves. Except for contingency reserves, this part of the cu.icnt thrift st.rfn> 

should be eliminated. . l ■ j- .j i 

«♦ It is true that baby bonds have been taken largely by wealthy individuals. 
But it is believed that the ■■baby bond plan’^ could be implemented so as to 
reach a large number of small savers. 
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course, always be restricted to the point of reasonably full 
employment in order to prevent pnce inflation. In the event, 
however, that huge governmental expenditures mtist be 
made (as in rvartime), taxation serves a further purpose. Di- 
version of resources from private consumption to war out- 
lays becomes absolutely necessary, at least when the econoiny 
approaches full employment. If this diversion is not achieved, 
if tire war expenditures are piled on top of private expendi- 
tures, inflation of commodity prices will inevitably follow. 
Taxation is a poweiful device to achieve this diversion^ of 
resources. And this is especially true of taxes which weigh 
heavily on private consumption.^ 

With respect to income distribution, it may be noted that 
historical studies, fraguientary as they arc, point to die re- 
markable conclusion, suggested by Pareto, diat the slope 
of income disulbution has remained relatively constant in 
widely diverse periods in modeni history and in different 
countries, despite the varying institutional aiiangements 
which have emeiged in consequence of modern social and 
political movements. It is a remarkable thing that the slope 
of income distribution in Fngland, according to die studies 
of Sir Josiah Stamp and others, ivas apparently substantially 
the same in 1920 as in 1800, despite the fact that diere had 
inteivened betiveen these periods the prodigious rise of mod- 
ern machine industrialism, the emergence of trade-unions, 
the development of labor legislation, the rise of die modciH 
corporauon, the expansion of world trade, the revolution 
in the character of taxes weighing on producdon costs, and 
the upheaval of die first World War itself. Similarly, in die 
United States, the researches of Willford I. King and die Na- 
tional Bureau of Economic Research point to the conclusion 
that the slope of the income distribution was not gicady 
altered in this couniiy over the period of the last century. 

This reniarkable apparent fact has led certain imters to 
the conclusion that some imperious necessity fixes the in- 
come distribution so diat it may be regarded as more or less 
of a natural phenomenon. One basic ground for such an as- 
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siinipUon is, of course, the distribution of native capacity 
in any population, whicli distribution has probably not 
changed materially over many centuries. Given this distribu- 
tion of native capacity, there is at least some ivarrant for 
the belief that institutional ai.angcmcnts arc less powerful 
than is sometimes supposed in altering the manner in whicli 
the income is distributed. As long as we stick rigorously, as 
income statistics usually attempt to do, to the primary dis- 
tribution of income — tliat is to say, the distribution of in- 
come to the factors of production prior to taxes on income 
— a sufTicicntly adequate reason for this historical develop- 
ment may, perhaps, be found in the pricing process. More 
and more, however, this primary distribution of income is 
likely to be modined by reason of the more cqualitarian dis- 
tribution rcsttlting from a highly progressive tax structure. 
Tills, at any rate, would be true in so far as the secondary 
distribution — the distribution of income after taxes affects 
property ownciship and through this, in turn, the primary 
distribution of income. Thus far, apparently, die tax struc- 
ture In the United States has not been suIBciently progressive 
to have had this effect. 

The attack on chronic unemployment by means of public 
expenditures financed by a continually rising public debt is 
essentially a consen’ativc proposal. This is true in the respect 
that it docs not necessarily involve a redistribution of income 
unfavorable to property owners. Indeed, as we have noted, 
too great a reliance on borrowing could c,isily lead to an 
ttnduc concentration of ivcaltli. This would especially be 
the case if the interest (and amortization chaigcs in the ca«e 
of capital projects) w'crc covered in large part by regressive 
taxation. 

Vet, even though this undesirable method of taxation were 
applied, the effect on the lower income gioups would not be 
nearly as serious as a condition of chronic unemployinent. 
Moreover, tlie taxes collected would presumably represent 
payments for worth-while utilides flowing from public ex- 
penditures, These might quite conceivably be of such a char- 
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taxation in order to prevent too great concentration of 
wealth. But there is a legitimate place for loan financing 
within appropriate Hinits on a continuing basis. At times, 
the requirements of trade call for an increase in the money 
supply (demand deposits mainly), and this may properly be 
accomplished by borrowing from the banks at low, short- 
teiiu rates of interest. But after the requirements of trade 
and the desire for liquidity have been reasonably satisfied, 
no useful purpose is served by a continued multiplication of 
the money supply such as would inevitably follow from a 
progum to finance expenditures wholly through interest- 
free issues, or even from continued bon owing at the banks 
at market rates. The ensuing redundancy of money would 
drive the interest rate to a level which would strike at the 
position of thrift institutions and, in geneial, the creditor 
class. It would create an artificial degree of liquidity. It 
would result in the accumulation of vast unused cash re- 


sources whicli, in a world of changing and volatile expecta- 
tions, might magnify the instability in the price structure. 

If this analysis is sound, it points to tlie conclusion tliat 
the public debt, taxes, and changes in the money supply are 
all part of a balancing mechanism. How much reliance 
should be placed on each as a means of financing govern- 
ment expenditures depends upon a variety of considerations. 
It involves judgments with respect to the adequacy of the 
means of payment, adequate liquidity, the impoi lance under 
certain conditions of using relatively expansionist and less 
resUicQve methods of financing, the appropriate (socially 
dBirable) degiee of inequality of wealth and income, the 
relauve desirability of tapping savings streams through bor- 
jowing (incrca„ng Ae pubUc debt) or through taxaUon./A 
hmned increase in the public debt tends to promote a wide 
P™P«Ly in so far as the new issues are pur- 
chased by thrift inmtutions. On the other hand, a veiy rapid 

ns, nding to promote concentration of wealth and in- 
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come. It is considerations sudi as diese that one must bear 
in mind tdicn one seeks to appraise the role of public debt 
and to determine how rapidly it may be pemiittcd to rise.) 

A public debt, internally held, is not like a private debt. 
It has none of tlic essential eaimarks of a private debt. The 
public debt is an instrument of public policy. It is a means 
to control the national income and, in conjunction wth the 
tax siniciure, to regulate tlic distribution of income. 







Chapter X 

BUDGETARY THEORY AND 
PRACTICE 


1. Private versus Public Budgets^ 

T he essential purpose of budgeting expenditures and 
receipts is to obtain a clear conception of the finan- 
riaT opeutions of an economic unit- This'is true for 
the public economy no less than for private individuals or 
corporations. The significance of the accounts and tlie uses 
which one wants to make of them may, however, be very 
different in the public and in die private sphere. 

It is emtomary for die layman, and also for many uTitcrs 
on public finance, to apply the same tenets of financial 
theory and practice to goveuimcntal bodies Uiat arc applied 
to private business. But even those who do so arc far flora 
consistent. Especially is diis true in regard to budgetary 
dieory and praedee. Adapting the rules of private finance to 
the state, diey nevertheless fail to carry Uiis point of view 
over into public accounting procedure, particularly with 
respect to the budgeting of capital expenditures. 

Siven a special treat- 
S wiS Capital outlays arc not lumped 

pected^to S ® expenditures. Producers' capital is ex- 

time and return over its economic life- 

time, and consumers' capital is expected to yield a flow of 



fa ‘■her. 
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Utilities. It is .nccordingly recognized tliat expenditures in 
i!ic opcmiing budget ought to be treated by accounting 
Uicorj’ and practice in such a manner tiiat tlicy will run 
parallel to the flow of money returns or utilities over time. 
A complete accounting of annual costs should include not 
merely the ordinary operating expenses, but also the capital 
charges of interest and depreciation. These latter must be 
cliargcd .against income in order to dctcmiinc whether a 
year's operations have been profitable or not. And in the case 
of consumers' capital they must be cliarged against the value 
of the flow of utilities in order to me.asurc accurately the 


economic validity of sudi projects. But the capital outlays 
initially made arc not included in tlic current operating 
budget. Only by differentiating the capital expenditures 
from the current capital chaigcs can we get a clear notion 
of whetJier or not the budget is balanced. 

^For the pijblic economy, expenditures ought to be weighed 
not in tci lur of tlic profit .and loss of tlie state itself, but 
rather in terms of tlic effect of stich expenditures on die full 
and clllcicnt functioning of die economy as a whole) Fiscal 
poliq- is an important instrument for maximizing die real 
income of the community and for rcguladng the distribu- 
tion of income and wcaldi.(At limes it will be sound policy 
to balance the budget and at times it would be disastrous 
to do so.) Only in the event dial one applies die maxims ot 
private finance to the public economy will one be concerned 
per se with the problem of balancing die budget. 

fAll modem governments own and operate some state en- 
terprises which yield a money return more or S 

all operating costs, including the capital charges «£ ‘nter^t 
and Lprcciation.)Thc United States Post OFice is a ^nuc 
business enterprise. Many European ^vemments. and ^ 
Amcr^m cities, own and operate public utilities. The fed- 
cfil covciiiment owns many so<allcd self-liquidating proj- 
Ti C T far Is die federal government is concerned, 
rSatc accounting practice is not applied to these projects 

lun.p.d to ordin«, op»am.g 
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expenditures and a quite dictorted view is arrived at with 
respect to whether or not the budget is balanced.^ 

(Precisely the same applies to governmentally-owncd con- 
sumers’ capital, such as roads, parks, and public buildings.) 
In private accounting no individual confuses capital outlays 
on a home ivith his ordinary living expenditures. No in- 
dividual believes that his budget has become unbalanced 
meiely because in building a home his expenditures exceed 
his income. Moreover, in budgeting his annual living ex- 
penditures he includes, or should include, not merely tlic cost 
of operating the home (fuel, light, etc.), but also annual capi- 
tal charges interest and depreciation. Governments, how- 
ever, typically lump all expenditures, whetlicr capital or op- 
exating, into a single budget. Thus, private accounting theory 
and practice is violated, and it becomes quite impossible to 
know whether or not the budget is really in balance. 

([The use of the capital budget in goveuimental accounting 
cannot, however, be justified by refeience to private iinan- 
cial piactice.)([f one adopts wholeheartedly the principle tliat 
govaiimental financial opeiations should be regarded ex- 
clusively as instruments of economic and public policy, the 
concept of a balanced budget, hoivever defined, can play 
no role in the deteimination of that policy. One cannot ex- 
amine with an unprejudiced mind the economic validity of 
a progiMin of expenditures, loans, and taxes if one is ham- 
pered by the doguia that the budget must be balanced. From 
^ point of view, if there is any value in incorporating into 
govetumental accounting practice the technique of tlie capi- 
tal budget, that judgment must rest on other giounds than 
that sudi a technique aids in detw mining whether or not 
the budget is really in balanee.) 

grounds for favoring die capital 
get device. (The essential purpose of accounting is to 
1.1™™ efficiency m the use of productive resources and 
less renreh^ W“te.) Waste in die use of public funds is no 

aooon, to frequenUy exprased, that those who favor large 
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govcrnmcntDl cxpcndiuircs nrc unmindful of waste is, of 
course, quite mistaken. ^First and foremost, it is important 
to eliminate tlie waste of uncniploymcnt. It is true tliat full 
employraem miglit be secured b>i wasteful c-xpenditures. But 
such action has, of course, no economic justification. Once 
full employment is reached, it will be discovered tliat the 
real income falls far short of what is desired, and every ef- 
fort should be made to employ tlic productive resources to 
the best possible advantage. Public accounting is a necessary 
instrument to secure efficiency in the government's financial 
opci.itions. And it is essentially as a tool to further tliis end 
that the cajiital budget device deserves careful consideration. 
As an accounting tool, it may help to determine tlie appro- 
priate direclion of public c.Kpcnditurcs and the degree of 
efficiency achicvcd.)But it can tell us nothing about whether 
or not public expenditures ought to be increased or de- 
creased or how tlicy ought to be financed, whether by bor- 
rowing or by taxes. The capital budget is a valid tool of 
analysts, tliough for different reasons, whether one applies 
to governmental financial operations the principles of pri- 
vate finance or tlie criteria appropriate for public policy. 

11. The Capital Budget 

Whether a unitary budget or a multiple budget fomi is 
used by a government, it is, at all events, important that 
the principle of budgetary comprehensiveness shall not be 
lost sight of. The unitary budget, of course, fulfills automati- 
cally this requirement. There is, however, nothing incom- 
patible between the principle of budgetary comprehensive- 
ness and a multiple budget system. If a multiple budget sys- 
tem is used, involving a general budget and special budgets, 
it is nevertheless wholly feasible, and indeed urgently neces- 
sary, that a general over-all picture sliall be presented. 

It is particularly important that an over-all "liability bal- 
ance sheet” of tlie govcinmcnt shall be clearly set forth. Such 
a balance sheet should include not only the direct liabilities 



igO FISCAL POUCY AND BUSINESS CYniFS 

of the govcioment, but also the contingent liabilities inci- 
dent to the issue of goveinment-guaranteed bonds by more 
or less self-sustaining govenimental coiporations. 

It is, moreover, desirable to give an over-all view of the 
rash-income, cash-outgo budget position of the goveuiment 
from year to year and fiom month to month. Such an ac- 
counting will indicate something more than tlie mere rise 
or fall in the government deficit. It will show tlie cash in- 
come and rash outgo, taking account not only of all gov- 
eiiimental receipts (other than from tlie sale of obligations) 
and expenditures of whatever nature, but also of the receipts 
and expenditures of trust funds which come within tlie scope 
of Treasury management and control. A striking example of 
the divergence between the fiscal budget and the cash budget 
is found in the race of the Social Security trust funds. Be- 
ginning with January, 1937, with respect to the Old Age 
Reserve Account, s"mc were withdraivn through payroll 
taxes ggeatly in excess of the benefits which were paid out. 
For this and other reasons tlie each budget deficit ivas only 
$198,000,000 in 1937, while the fiscal deficit was §1,450,000,- 
000. 

An over-all view of govei> 'mental fiscal operations may 
also make it desirable to present a monetary budget reveal- 
ing the effect of the fiscal operations of tlie government upon 
the income stream. (The cash budget differs Iiom the mone- 
tory budget in that tlie net rach outlays differ from the net 
income-geueiating expenditures. The foiuier takes account 
of rash receipts (except those from borrowing) and total rach 
outlays of all govenimental agencies, including trust funds. 
The latter excludes those tax revenues which are not ab- 
stracted Loin the flow of private expenditures and which 
are draivn Lorn idle balances.* On the other side, it excludes 
those outlays which do not add to tlie spending power of tlie 


srarTh nfS eependitures” as calculated by the Re- 

drfnUira leu aW 

The {ollowfna is an eva' ™“,‘***^ exclude all nonconsumption taxes. 

S "'ple illustrating my definition of net income-generating 



BUDCETARY theory and PRACllCE igi 

community, such as those for debt retirement. Obviously, 
die monetary budget presents serious statistical difficulties 
and, at best, can be only an estimate mThi: determination of 
u'hicli jiidgiiient and iiypodictical speculation play a large 
rolc^ 

It may, moreover, he desirable to present an over-all com- 
prehensive picture of (a) die original cost and (b) the cost 
of replacement, less depreciation, of die stock of durable 
goods field by tlie government. Such an inventory kept up 
to date currently would certainly be of great significance for 
accurate accounting purposes, and particularly widi reference 
to die planning of revenues and expenditures for amoruVa- 
lion and replacement. Tfie experience with respect to the 
valuation of the American railroads under the TaFollette 
Act indicates, hotvever, that to attempt now a valuation of 
all of the propcnics of die goveuimcnt would be an ex- 
tremely difficult and expensive undertaking, and serious 
question may be raised whether it is worth while. It is a 
diflcrcnt matter to apply such accounting procedure, how- 
ever, to expenditures made in die future and thereby giadu- 
ally develop over many decades a fairly complete inventory 
of public wcaldi. 

(A multiple budget c-m satisfy the requirements of com- 
prehensiveness equally as well as a unitary budget. More- 
over, it pcuiiits botfi greater flexiWlily of management and 
a clearer perception of the financial operations of the gov- 
crnmcnt.)! lie following elements may be included in a com- 
prehensive multiple budget setup. 


I. Operating Budget 
II. Capital Budget 

A. Public Works; Nomeuiuncrative 

B. ScU-HquIdating Projccu 


acnti.rliuirei. Ahiiitic sn^ct.iracnt expenditures of Sio 
penditura to get ilie total outlay offseiiinB saving. 
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C. Investment in Government Corpoiations and Indepen- 
dent Authorities 

III. Annexed Budgets 

A. District of Columbia 

B. Post OfHce Depai tment 

C. Government Corpoidtions 

D. Self-liquidating Governmental Credit Agencies, Loans, 
and Revolving Funds 

£. Trust Funds 

The question of the appropriate classification of public ex- 
penditures is an important one. Expenditures have, in some 
countries, been divided into “ordinary” and “extraordinary”; 
and again into “operating expenditures” and "capital ex- 
penditures.” Most commonly, all expenditures of whatever 
kind have been included tvithin a single or unitary budget. 
Some countries have, however, used a double budget sys- 
tem Under a true double budget, current and opeuting ex- 
penditures are accounted for in an operating budget and 
capital outlays in a capital or investment budget. 

Professor Erik T .indahl, Swedish economist, has stated the 
problem of current and capital budgetary accounting and 
its signifirance for tlie concept of budget balancing as fol- 
lows: 


Eye^y budget is of course formally balanced, since the sum of 
the Items on the expenditure side must always be coveied exactly 
y rewnue. A demand for a balanced budget must tlierefore mean 
that the sum of certain kinds of revenue must be equal to die sum 
of certain kinds of expenditures. The most natural procedure is to 
«tm either fiom total current revenue, i.e., revenue other than 
fin fro™ the sale of capital assets or from bonowing; or 

Uou. total current expenditures. i.e., expenditure that does not 
iW ? “ net assets of the co...munity. If 

SHiSle ^ obviously balanced in 

® ' j.' ' t^icnt revenue exceeds cuiient expenditure a 
coiuspondmg rise in the net value of public assets oc^irs. 
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TIuis the "prohlcin of balancing tlic budget is conceuied 
primarily tvitli whether, and to what degree, the State (and 
local authorities) should increase or reduce their total net 
assets." * 

Let us consider first the operating budget in a double 
budget setup. It is necessary to note at once that under con- 
ditions of fairly wide fluctuations in income and employ- 
ment, sucii as modern countries undergo, it is virtually im- 
possible to cover even the regular._opc_rating expenditures 
of the government with adequate tax receipts in the depres- 
sion years of the cyele. Tiiis fact is due to two causcs.(Jpn the 
one side, the modern tax system is heavily composed of taxes 
svhich are highly sensitive to the q'cle^This is especially true 
of the individual income tax, tlie corporate income tax, and 
customs duties. The receipts from these taxes fluctuate widely 
with the cycle, rising to high levels in boom years and falling 
to losv levels in depression years, (^n the other side, under 
modem conditions certain expenditures of government, no- 
tably relief of unemployment, unavoidably increase in de- 
pression ycars^TJius, we experience not merely highly fluctu- 
ating revenues, correlated directly svith die cycle, but also 
fluctuating expenditures correlated inversely with the cycle. 

(The combined effect of diesc tsvo diverse movements is to 
magnify the divergent movement of expenditures and tax 
receipts. If the tax structure is set sufficiently high so that 
tax receipts cover the total expenditures over an entire cycle, 
these diverse movements will produce a surplus of tax re- 
ceipts over c.xpcnditures in the boom years, and a deficiency 
of tax receipts in relation to expenditures in the depression 
years.) 

» Erik I.Indahl, Stuifies fn the Theory of Money and Capital, London, 1939. 
pp. 35J-S5. Profeswr Lindahl calli aticniion (p. 354 ) th' * P™’ 

gram of public investment, or a projj.ara of debt retiii.„tcnt, financed by a 
lystera of slid pit,j,,CMive taxation would inuoate the net assets of the state 
and tvould imply 'some mitigation of the ineqtmlily of the present distribution 
of wealth. This is indeed the ctux of the matter. The long-tem, solution of the 
problem of public investment Is of prim’ry importance for the distribution of 
wealth." 
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On the expenditure side many of the regular expenditui-es 
will go on from year to year, disturbed but little, if at all, 
by prosperity or depression. These are the regular expendi- 
tures giowing out of the ordinary functions of government. 
But relief expenditures, if not otheiwise provided for out- 
side of tlie budget, must also be regarded in modeiu times as 
a JioTma^ function of government and one which it must face 
in eveiy period when unemployment on a large scale pre- 
vails. It is an item of expenditure which it is difficult to 
regularize. But, even here, it is possible to go a consideiable 
distance toward regularization through the developinent of 
unemployment insurance and otlier social security measures. 
By means of these special measures, the load of outright re- 
lief can, in laige measure, be provided for outside of the 
government budget, thereby reducing the magnitude of the 
fluctuation of expenditures. Thus England, because of a well- 
developed system of unemployment and old-age insurance, 
was able to meet the relief needs of the depression with rela- 
tively small goveiiimental support. Comparison with our 
own situation in the Great Depression must, of course, take 


cognizance of the greater depth of our depression and the 
correspondingly gieater need. 

(Obviously, the failure to bring about a balance of receipts 
and expenditures in eveiy single year, yet achieving a cycli- 
cal balance, involves deficits in the operating budget in some 
years and surpluses in others. Thus, temporary loan financ- 
ing is necessary even in the case of the operating budget. If 
it is desired to ensure a balanced opeiaring budget over the 
entire cycle, it is necessary to amortize such loans veiy rap- 
idly. In order to facilitate this, Sweden has devised a syste>'> 
of amortization within five years of debt incurred to cover 
temporary deficits in the opei^ting budget. It is possible that 
a better plan might be to use a varying amoiti'zation rate 
each successive year canying a higher and higher rate. Thus, 
*e penod of amortization would be longer with respect to 
deficits incuiied in tlie earlier phase of depression and 
shorter for later deficits. At all events, in order to insure a 
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cjxlical hainncc of the operating budget, rapid amortization 
of such loans tvotilcl be required.*) 

Some adiustment of tax rates to die cycle movement may 
be desirable as a compensatory measure. ton balance, it may 
be suggested that taxes which bear heavily on die savings 
stream may, without damage to the economy, be raised in 
die boom phase of the q’clc^Tliis is true because high rates 
on incomes flowing largely into s,-ivings will simply take 
funds from the savings $trc.am and, dirough the debt re- 
dctiiplion process, place these same funds back again in the 
savings stream. This .assumes that people otming die retired 
bonds will wish to reinvest die sums received. Taxes bearing 
mainly on savings rather than on consumption, and used for 
debt rciircmcni, would, therefore, h.ave neither an infladon- 
ary nor a deflationary effect. Siicli a procedure would leave 
die savings stream intact and would be neutral in its effects 
on iJic q'cle movement.* 

(On the other hand, it might also prove desirable under 
certain conditions to fluctuate the rates on consumption 
taxes, raising them in the boom and lowering diem in dc- 
prcssion.)Thc incrc.asc of consumption taxes in die boom 
will, however, tend to be dcflationai^ in its effect, and 
should, therefore, be resorted to only in the event that the 
boom is proceeding at a pace which makes it desirable to 
hold it in check. In the event that the recovery lacks vigor, 
an incrc.asc in consumption taxes would be unfortunate, 
since this procedure would tend to dampen the recovery. 


* Protciwr Erik LimlaW. in ifiscus^ng die new Swedish bud^t plan, says. 
"IM essential point is il.al the ordinary- or an. uii budget should include 
only such expenditures as should normally be coicrcd by cuncnt rtitnuc (and 
not^iv loin or capital assets). A positive or negatire din...cncc between cuncnt 

?etc ."ne»rTcspm.ding Spendilurc should be “ “ 

surplus or deficit (as sti»scsied above). But these surpluses or denote are in 
thifnlan kept apart f.o.n the capital budget and transfeed to a sprmHund, 
the so railed^ Budget Equalization Fund.” Sec Lindahl’s Studies in the Theory 
ol Money and Catiital, London. 1939. p. S79- 
^ Tlic qualifiation must, of couisc, be made that divcs.on 
t.-.x-iilon, wliilc it appears to leave .ags.cgat« unalferred, 
ndiWdual dedsions to invest and to save in such a manner as to change the 


aggicgiitcs. 
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So much for the operating budget, which involves the 
regular, current expenses. We turn now to the nonrecurring 
expenditures on major capital projects, whether self-liquidat- 
ing or not. 

(_Under a fully developed double budget system, the operat- 
ing budget must include as a part of its regular expendi- 
tures the depreciation, amortiTation, write-offs, and interest 
charges incidental to the capital outlays accounted for in 
the capital or investment budget^The in teii elation betiveen 
the opeidting budget, in a double budget system, and the 
capital or investment budget can perhaps best be illustrated 
by reference to the Danish budgetary system." 

Denmark’s new budgetary system, inaugurated in igay, 
offers the most logically consistent example of governmental 
accounting in the foiin of tivo separate but intei related state- 
ments: (a) the Opeiating Budget, and (b) the Capital or In- 
vestment Budget. Every outlay on a capital good is entered 
in the capital or investment budget. No distinction is made 
betiveen self-liquidating and non-income-yielding capital 
outlays. Durability, not piofitability, b the criterion applied. 
Capital outlays on durable or capital goods are financed by 
(a) inheritance taxes, (b) boirowing, and (c) amortization or 
depreciation allowances transferred to the capital budget 
from the opeiating budget. 

Self-liquidating capital projects are, of course, expected to 
earn an income adequate to cover the operating expenses of 


•For an account o£ the Danish and Swedish budget sy»inin« see Brinley 

magazine, Sep- 

Rkhnun« unrt a * ■ “ det staatlich™ 

Richnunp und Revisioito«.jens in DSn—nt,” Finom-Arebiv, 1028, pp. rsi- 

39. G. Myrdal, ^nanrpo/itiAew ekenomiska verkningar, Stockholm iqli- 

IE2 r ”"5^" -s 

Atad.n,i. of Po^,i„, an^d So^lld^ce ' o£ the American 



nUDCr-TARV TJIEORV AND PRACuCE I97 

flic project, and intcicst and depreciation charges. In the 
event that losses arc sustained, these arc carried by the op- 
erating budget. Non-incomc-yiclding assets, on the other 
hand, since they cam no income directly, must look to the 
goveninicin's operating budget for income to cover not only 
expenses of operating, but also interest and depreciation 
charges. Thus, each branch of ilic govcinment— for example, 
a state hospital or a suite university — must include in its 
expenditure estimates not merely tlie usual operating ex- 
penses. but also an amount sulTicicnt to cover interest and 
dcpicciation. These expense items entered in the govem- 
inciu’s operating budget are, of course, defrayed from gen- 
eral lax revenues. Thus, the operating budget carries the 
interest and depreciation cliargcs originating in tlie capital 
or investment budget. 

The Danish public accoundng procedure is fully devel- 
oped to include all state properties, and it is, therefore, pos- 
sible to present annually a statement of the national debt 
and of the net cost minus depredation of the national prop- 
erties. And since a part of die capiuil outlays are, in fact, 
rtnanced from inheritance Uixcs, the net cost minus deprecia- 
tion of the national properties should exceed die debt obli- 
gations. If the ordinary budget shows a balance in any one 
year, such a balance would show up as a net addition to the 
assets in the state aggregate asset account; a deficit in the 
ordinary budget would reduce the net assets. The Danish 
budget thus illustrates a fully developed capital accounting 
procedure applied not only to the state’s income-yielding as- 
sets, but also to public investments which do not yield a 
monetary' income. • 

Too great significance should, however, not be attached 
to such an inventory. Indeed, it may well be argued that, 
at any rate with respect to non-sclf-litjuidating projects, there 
is no legitimate waiiiunt for setting up a balance sheet of 
assets against liabilities, since llicse so-called assets yield no 
income. The analogy to private business is a false one. The 
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really important matter, however, with respect to the Danish 
procedure, is that for every capital outlay financed by bor- 
rowing, depreciation or amorilzation charges are assessed 
against tlie operating budget. The opeiating budget is in 
balance if its tax receipts are adequate to cover, in addition 
to expenses of opeiation, depreciation, amortiration, and in- 
terest charges. But the initial capital outlay is tlworvn into 
a capital or investment budget and is not loaded onto the 
operating budget. 

In the case of Sweden, the capital budget system grew 
naturally out of the fact that the Swedish state had for many 
decades past owned important state entei prises, including 
the railroads, bus lines, telegi<tph and telephone systems, large 
eleciilc power plants, and forests, together with such fac- 
tories and shops as are closely related to the opeiation of 
these projects. Thus, the state derived revenue not only from 
taxes, customs, and excises, but also from tlie net income fiom 
the State Productive Funds, including the Tobacco Monop- 
oly, Iron Ore Company, the Post Office, Telegiaphs, Rail- 
ways, Watenvorks, and Public Domains. Capital budgetary 
accounting also applies to income-yielding projects which 
^e only partially self-sustaining, as, for example, low-cost 
housing projects. And the new Swedish budget plan pro- 
poses to extend the principle, following the Danish ex- 
ample, to nonremunerative public works, such as public 
buildings. It is proposed to do this piecemeal, if and when 
separate government agencies or autliorities can effectively 
be set up to manage certain capital projects. As an example, 
Ae public roads might be placed under a government au- 
tbority for the purpose of more efficient management and 
opCTating under its oivn budget. A public roads authority 

ight, of course, have assigned to it a part or all of the gast^ 

sustainij.'" ^ 

ve? mainf^!' i'l^estment budget in Sweden applies, as 

simplest 5d rl state enterprises. TlSf is tlie 

simplest and clearest illustration of die capital budget prin- 
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ciplc. In Denmark, the principle has a more geneial appli- 
cation.’ 

^VitlJ respect to our otrn country, the Swedish principle 
is partiarlarly applicable to die various governmental cor- 
porations and credit agencies and to scli-liquidacing capital 
projects. How far, if at all, die capital budget principle could 


t In Cinsils, aIltioii;;h not aK'a}s rcalirad even by Canadnns, a bucigciary 
dUlinciinn between ordinary and capiiat expenditures has becu made ever 
since contederation in iBG;. Tiie oflicial ii.pcrts sliow surpluses in fifty of the 
sixty-six yean foltowing iSG;: but if tlie accounting were made on the United 
States liasis, surpluses would appear in only fifteen of the sixty-six years. 
RftcipLs from the fctieral dom-sin were u edited to tlie '•ordinary" budget, and 
capilaf cxpciiditttrcs in that ficid weic cliaigi.J to the "extraordinary" budget. 
Trotn iBSj to 191.1 railivay subsidies, wliicb. of course, yielded no return, sveie 
cliarged to the capital aconuni. Trom 185G to 1910 military etjuipinent was so 
eliarged, and front 1B97 to igii liounlics to iron and steel produceiS. Thus, 
dcselopmcntal expenditures, wliicli however were not self-liquidating such as 
subsidies to railroads and private industry, and even military expenditures, 
were cliarged to the eapit,al account. The financial position of the country, as 
rcve.alcd in the ordinary budget, was often made to appear better than it was. 
Since tgao. Iioweser, altliougli the distinction between ordinary and capital 
cxpciidi'ttircs li.as been retained, the Finance Ministers have balanced total 
ex|Kndituics against total revenue in their reports. |Cf. J. A. Maxseell, "The 
Distinction lietsvccii Oidinary and Capital Exi>cnditure in Canada," Bulletin 
ct the S’etianal Tax Aisociatian, Volume XIX. no. 5, February, 1954.) 


In the ease of France, the extraordinary budget was proverbially the dump- 
ing place for all expenditures svhlch could not be balanced by tax receipts. 
France had. moreover, numCious autonomoits budgets, but no logical con- 
sistency in llic budget setup. The match and powder monopolies wCiC bandied 
ilirotigh the regular budget; but the post olTicc, icicgiaph, and telephone 
monopolies, as well as sevc..il minor state monopolies, Iiad their own budgets. 
The tobacco monopoly, sviiieh sras originally amonomoiis. since rgay was 
managed by the Oisse d'Amortissement. eslaWislicd in rgaC as an autonomous 
fund sviili its oivn tends, and paying the inicrtsi of the Bons dc la Dffense 
Naiionale. Tlie annexed budgets alw,iys appeared balanced, dcfidis being oov- 
cted by a sum coming from tlic general budget, and surpluses being credited to 
the ccneral budget. Cipiial expenditures since igsy were financed in part by 
Treasury Joans and in part from profits on slate monopolies. In addition, 
there wme "hidden hlidgcts," such as that for gambling tax receipts. As in the 
case of Cinada, the spiem sccnis to have led to unde, estimation of the true sire 
of deficits. Haig reports that, svhc.cas the olTicial figtirm sliow an aceuiiiulated 
defidl of 54 billion francs for ilte period 1930-37. when ^traorfinay Re-. 
.ire when into account the figure should be around 70 billions. (R. «“B' 

me National Budgets of France, 1938-1937. /'roceedtngs of the AcadOTy 
of Political Science, January. 1938. P- * 7 - S'' Prof«sor Haigs The Public 
Finances of Post-War France, pp. 356-64 »"d 4 > 3 -M-) 
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be usefully extended to nonremuneiative public works is a 
matter requiring further study. Before we eiubark upon any 
general progiAiu of capital budgeting, an exhaustive study 
should be made of the subject, including time for public 
education, so that the country would understand and accept 
as valid the piinciples involved in the new procedure. 

The time is ripe for such an inquiry. We have already 
been stumbling piecemeal in the direction of a double bud- 
get system. Thus, for example, with respect to the Commod- 
ity Credit Corporation, its capital stock of $100 millions is 
held by the United States. It is authorized to issue its own 


obligations guaranteed by the United States in an aggi egate 
amount of $500 millions. Under an Act of Congress, March 
8, 1938, the Seaetary of the Treasury is required to make an 
appraisal of all assets and liabilities of the Corporation as of 
the thiity-first of March in each year for the purpose of de- 
temiining its net worth. If the net worth is below $100 mil- 
lions, the Secretary is required, subject to appropriation of 
funds therefor, to restore such capital impaimient. In tlie 
event that the net woilh exceeds ?ioo millions, the excess 
must be deposited by the Coiporation in the United States 
Treasury. Thus, ^ the budget of the government is not affected 
by any debt which the Corporation incurs in pursuit of its 
loaning operations, but only in the event tliat a loss or sur- 
plus occurs in any given fiscal year. 

Other governmental corporations and credit agencies are 
outside of the goveiument budget in the sense that they are 
empowered to obmin funds by the sale of their otvn securi- 
ues. Such securities are usiwlly fully guaranteed as to prin- 
cipal and interest by the United States. Most of tliese cor- 
poiations are making loans or engaging in activities which 
are expected to be wholly or mainly self-liquidating. In one 
important case--that of the United States Housing Autliority 
the loans made to local agencies for low-cost housing are 
ext^t self-liquidating, since the rente re- 
ceived will not be suBiaent to cover interest and amortira- 
tion charges. The difference is covered by annual fedeial 
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subsidies extending over a period of about sixty years, and 
tlicsc subsidies must be carried by the regular govemracm 
budget. 

These developments indicate that sve arc already moving, 
but sviihout any systematic progiam, in some measure in the 
direction of the capital or investment budget. Yet die capital 
budget principle finds no recognition in the government’s 
own budget, since we count our investments in the govern- 
mental corporations and credit agencies as operating expense, 
instead of charging them to an investment budget, as would 
be done in a true double budget system. In view of the tend- 
encies indicated, it would appear that the time has come 
when a thoroughgoing re-examination of our budgetary pro- 
cedure is called for. 

^Double budget accounting requires diat the operating 
budget must carry year-to-year losses or write-offs sustained 
by governmental corporations or subsidiaries, together widi 
depreciation and interest charges for nonremunerative capi- 
tal projects accounted for in the capital or investment 
budget. This procedure has die merit that it helps to ensure a 
more adequate cost accounting than is likely to be the case 
when operating and capital expenditures are all lumped in- 
discriminately into a unitary geneial budget. Yet it is neces- 
sary to point out dial there is not necessarily any advantage 
in diis respect in the capital budget procedure. Under the 
unitary budget, accurate accounting for depredation could 
equally be provided if one set about doing it. Similarly, a 
unitary budget could also provide for amortimtion charges. 
But, as a matter of fact, amortization of debt incurred from 
capital outlays has not been made a systematic part of current 
budget practice.') 

The double budget method, if it means anything at all, 
specifically makes provision in the operating budget for de- 
preciation or amortiaation charges springing from capital 
outlays accounted for in the capital or investment budget. 
This has die merit of setting forth clearly what is the true 
cost of the annual services derived from the capital outlays. 
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If tax revenues adequate to cover depreciation and interest 
charges are provided in die operating budget, a true balanc- 
ing of the budget over the life span of die capital project is 
achieved. Yet it must certainly be admitted tliat there is no 
magic about the double budget. It is all a question as to 
which mechanism — the unitary’ budget system or the double 
budget system — is likely to induce die most effective ac- 
counting control. 

^There is nothing about the capital budget device as such 
which helps us to detciinine whether or not a capital project 
should be financed from current taxes or from borrowing. 
Whedier a country has a unitary budget or a double budget, 
it will have to decide on giounds of general economic poliq' 
which mediod of financing is, under any given situation, to 
be preferred} The double budget procedure, by stressing ap- 
propriate accoundng of capital charges, serves as a helpful 
^ide to policy. The capital project is worth what it costs 
if the annual benefits derived are at least equal to the depre- 
ciation and interest charges in addition to expenses of opera- 
tion. (The double budget procedure stresses the fact that a 
capital project is not consumed in the year in which it is con- 
structed. It provides a more rational basis upon which the 
responsible authorities may decide the question whether to 
finance the construction of a capital project from uxes or 
from boi lowing on Uie real merits of the rnsc)-that is to 
say, on giounds of appropriate economic policy, Liking into 
account the effret of taxes versus bouowing on the prevail- 
ing economic situation. The question will tlien be decided, 
among other matters, on the basis of appropriate policy with 
respect to the prevailing state of employment. 


111. Conflicting Views on the Capital Budget 

interest to examine briefiy the expressed 
J Alters on die advisability of setting 

P P 'a budgets. American economists, as Sundelson 
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lias pointed out,' have been less interested in “principles’’ 
of biidgctar)’ organization than have European students of 
public finance; but the subject has not been entirely neg- 
lected in the American literature. Discussion of federal budg- 
etary principles antedates tlic introduction of our federal 
budget by at least a decade. H. C. Adams has a section on 
"What should be the form of tlie Budget Statement?’’ in 
his Science of Finance of 1909. True, the earlier discussion 
did not deal explicitly with the problem of “special’’ budg- 
ets, and even Professor Willoughby, in his article on Budg- 
ets for die Encyclopedia of Social Sciences, contents himself 
with the obser\’ation that extraordinary budgets have been 
passed "to finance war or war preparations or for such elab- 
orate expenditures as were necessitated by the railroad build- 
ing of European governments." • 

Since the trend toward reformulation of die budget began 


in 1932, the problem of "special" budgets has received more 
attention in American economic literature. If we take three 
^gppjjjcrjmtive texts on public finance— “Lutz, Buehler, and 
Jensen— we find that all three have lengdiy sections on the 
budget, and devote some space to principles of formulation. 
All three are agreed that a budget should be "comprehen- 
sive." Buehler docs not state whether this criterion excludes 
the possibility of "special" budgets. Jensen believes that 
"eliminating, from the ordinary budget, items of extraor- 
dinary character” is a "way of rendering die budget incom- 
plete ’ ” TJierc is danger, he argues, that segregation will be 
regarded as a final solution, or diat things will be put into 
the extraordinary budget that do not belong tliere. Lutz, on 
the otlicr hand, suggests a "practical working rlassifirauon 
of expenditures in which the main headings are: Ordinary 
Government Activities, subdivided into "cuirent and cap- 


»"niidgetar)- Principles" In the Political Science Quarlcfly for June, 1935. 
lo^cnf p! Jmsen, Cmernment Finance, Crortdl, 1937, p. 514 * 
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ital” outlays; Commercial Fnteiprises, also divided into "cur- 
rent” and "capital"; Interest; Trust and Other Special Funds; 
Bookkeeping transactions." 

Sundelson includes in his own list o£ budgetary "princi- 
ples” tlie principle of “unity,” which he interprets to exclude 
“extraordinary, capital, annexed, emeigency, special and in- 
dustrial budgets.” It also "requires that no part of the ma- 
terial in the budget system shall be considered as separate 
or apart from the ordinary finances and accorded a person- 
ality of its own." While one can find support for extraor- 
dinary budgets in the literature, “nevertheless, merely cat ly- 
ing to their logical conclusion the arguments for disunity 
will soon bring realization that independent budgets are, at 
best, dangerous.” Disregard of the principle of unity is as- 
sociated with "shady and doubtful practices, especially re- 
garding the problem of balancing budgets.” 

This vigorous polemic against extraordinary budgets is 
somewhat diflFerent from that of a paper published by the 
same audior a year earlier, in which, on the whole, he ap- 
proved of the introduction of an "Emergency Budget” by the 
federal govemment.** In its defense, Sundelson had argued 
that the huge New Deal expenditures were themselves “suf- 
ficient justification for their segregation”; other reasons given 
were tliat the recoveiy outlay was not a true govemment ex- 
penditure, since mucli of it was for self-liquidating construc- 
tion work; that the emergency items were of a contingent 
nature and would not be disbursed entirely in one fiscal year; 
that they required a different sort of control and regulation 
than the expenditures of the regular departments; that a 
definite economic philosophy lay behind the expenditures 
spenfling for recovery; that, after all, it is better for the fed- 
eral govciiiment not to show a deficit, since it sets a bad 
example for the state and local governments. He pointed 


Appleton-Cpntury, 1936, 
« Op. at., pp. 247^8. ' 

Gove^ument; 

evini, March, 1934. ’ 
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out, liowcvcr, some “x'ices” of extraordinary budgets, but 
seemed to feel that these vices were not imminent in the 
American case. Perhaps the lesson is that one may adhere to 
the principles of "comprehensiveness” even though one aban- 
don the principle of "unity." and tliat one may be fully aware 
of tlie possible "vices" of extraordinary and "special” budg- 
ets and still hold that such budgets can be made to sert'e 
the cuisc of clarity and accuracy. 

F. R. Fairchild has emphasized the necessity for a clear 
distinction between revenue receipts and nonrevenue re- 
ceipts (borrowing), and between governmental cost payments 
and nongovernmental cost payments (siicli as repayment of 
debt and capital expenditures on self-liquidating projects).” 
Equally important, in his view, is llie distinction between 
gross and net debt, the latter being "simply the former re- 
duced by the amount of cash and equivalent assets belong- 
ing to the government.” He praises tlic Census Bureau for 
adopting these accounting concepts as early as 1907, and up- 
braids the Treasury Department for its failure to recognize 
the superiority of the Census classirications. The Annual 
Report of the Secretary for 1934, Fairchild says, fails to show 
the true revenue receipts, cost payments, and deficit, because 
it includes intst funds in its acxount and deals inadequately 
with the profits of devaluation of the dollar. Moreover, as 
far as principle is concerned, the deficit is undoubtedly exag- 
gerated by the inclusion of expenditures on investments, such 
as the loans of the Reconstruction Finance Corporation, 
which "should be treated as a capital (nongovernmental 
cost) expenditure after the manner of private business ac- 
counting.” Hotvever, one must be careful to avoid mistakes, 
such ns tliat made by Willoughby in including among “as- 
sets" twelve billions of allied loans that clearly were not 
coing to be repaid; and if expenditures of die R.F.C. or 
public works expenditures were going to be seated as capi- 
Lil items, reserves for loss and depreciation should be set up. 


u"An AnalwiJ of ihc Cov^nmenf* Financial Reports, with Special Refer- 
ence to iJic Oefidi," American Economic lievicw, March, ipss- 
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Thus, in 1935, Professor Fairchild seemed favorable toward 
the concept of a “capital" budget. Three years later, he vig- 
orously attacked the "double” budget system as used by tire 
government; yet this position could, perhaps, be reconciled 
with his former position, since no consistently logical capital 
budgeting procedure had, in fact, been set up.“ "Without 
any intent to deceive, it can readily be shown tliat the use 
of die double budget has tended to obscure the true picture 
of the national finances.” An enoneous impression has been 
given, he said, that the enormous deficits have been the result 
entirely of extraordinary expenditures. Moreover, whereas 
the ofiirial figure shows a substantial decline in emergency 
and relief expenditures since 1934, diis result was obtained 


by a transfer (regarded by Fairchild as unjustified) of half 
the T.VA. expenditures to the "general” account in 1936, 
and all of diem in 1937 and 1938, together with die transfer 
of Fmeigency Conservadon Work to the “general” budget 
in 1936. A "further distortion” resulted, he believed, from 
the inclusion of the net receipts of certain recovery loan 
agencies as a part of current revenues and the use of diese 
funds to defray the expenditures of other agencies. When 
the proper adjustments were made, it was seen, he held, that 
the recovery and relief expenditures for 1937 amount to 
^,827 millions instead of the reported §2,846 millions. Thus, 
ftofcssor Fairchild accuses the "double” budget system of 
having underestimated the extraordinary expenditures. 

Professor Gerhard Colm ” points out that budgetary prin- 
ciples are a set of norms for the limitation and supervision 

President Roose- 
velts double budget on tivo grounds: (a) estimates con- 
ceimng eme.gency expenditures are more unceiuin, more 

separation promotes administra- 
he “morale. Contrary to Fairchild, 

def ds the shift of the Emergency Conservation Work 


» Comment on Extraordinary Budgets," Social ncccarch. May, rgjS. 
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(C.C.C.) from recover)’ and relief to the ordinary budget as 
“an examine of accurate budgeting.'* Similarly, although the 
practice of including in ilic budget only the surplus and defi- 
cit of government corporations is a violation of the princi- 
ple of '‘completeness, " it must be regarded as an important 
improvement in budgetar)’ procedure. Against the double 
budget, Coim argues tliat titc line of dcmarc,ition is neces- 
sarily arbitrar)', that it may violate tltc principle of “pub- 
licity," and may lead to a preference for self-liquidating 
projects ts’hich need not be shown in tite ordinary budget, 
even though self-liquidating projects m.ay be less desirable 
from the welfare point of view. He distinguishes between a 
"loan” budget, for svhicli the criterion is that the items are 
financed by borrowing, and a “capimr’ budget, which in- 
volves expenditures on capital projects. The latter can be 
justified on grounds of administrative requiremenu. He ar- 
gues that, whereas current expenditure estimates should be 
made by the spending department, such procedure for capi- 
tal outlays leads to “dividing die kitty,” each department se- 
curing its most pressing needs, even though all the needs of 
one department may be more important tlian the most ur- 
gent need of another. Colm believes that durability should 
not be the criterion for capital items. Expenditures on battle- 
ships. he diinks, ought not to be entered in the capital 


budget. .... . u 

A more c.\hanstivc treatment of special budgets is to be 
found in A. E. Buck's T/te Budget in Governments of To- 
day. He believes that the experience of American mumcipli- 
tics and the Soviet government with the capital budget prove 
it to be an clTcctive aid to long-tciin financial planning, pro- 
vided the two parts of die budget arc presented together. He 
mentions the unhappy experience of European countries with 
extraordinary budgets, but is of die opinion that the danger 
lies in making two distinct and unrelated budgets, and not 
in the division of a comprehensive budget into tivo parts. 
Annexed budgets .are most appropriately applied to cases of 
self-supporting government undertakings or services. 
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IV. Federal Fiscal Documents 

Four major documents, published by tlie federal goveui- 
mciu, give information on revenues, expenditures, and debt, 
aciiial or prospective: The Daily Statement of the United 
States Trcasiiir, which is tlie primary source of infoimation 
on actual receipts and expenditures; The Budget of the United 
Stales, which contains the President’s annual budget message, 
together with summary and detailed tables; The Annual Re- 
port of the Secretary of the Treasury, which contains sum- 
mary tables, charts, and written reports; The Combined 
Statement of the Receipts and Expenditures, Balances, etc., 
of the United Stales, which contains highly detailed tables. 

I'aken together, these documents provide as complete in- 
fonnation on government Gnances as is necessary for most 
purposes. On the other hand, they are extremely difficult to 
use for anyone not familiar witit their oiganization. There 
are discrepancies between tlie reports, and even within the 
same report when similar material is covered by different 
<ic[)artmcnts. Tlie items one seeks are sometimes found un- 
der tlie most unpromising headings. Some items, like the 
Shipping Board, have tlie habit of popping in and out of 
particular tables from year to ypar without accompanying 
explanation. The fonn of classiGcation is often different in 
each report for the same year. In short, it takes far more 
lime and patience to discover ivhat really is going on than 
ilic gctieial public can be expected to devote to the matter. 
Siandarditation, systematization, and simpliGcation are nec- 
cssar)- to make these documents useful to the layman. 

Let us suppose that a conscientious voter wants to see what 
expenditures were made on P.W.A. in 1937 and to compare 
the figure witli the projected expenditures for 1938. He goes 
first 10 the Annual Report, since it is the least teiiifying in 
aspect of the four documents. He turns to the table of "Ex- 

Resulu” but finds no figure on 
1 .\\ ..-\. On a wild guess he turns to "Estimates of Expend- 
itures : he finds Iiere a much longer list of actual expendi- 
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lures for 1937 than in the "Budget Results" table, including 
an item for "Administrative Expenses, P.W.A." — but no fig- 
ure for actual PAV.A. expenditures. Under "Construction 
Activities" he finds a subhead, “Progiam under the P.W.A.," 
but the Rc/)ori gives only a total figure for public buildings 
under P.'W.A., and our conscientious citizen has an idea that 
there may have been other P.'W.A. activities. He resigns him- 
self to tackling the Combined Statement and consults the 
long table of contents. Finding no separate heading for 
P.W.A., he undertakes the wearisome task of going through 
the sublicads for cacii department, item by item. As the best 
bet. he looks up "Procurement Division (including public 
Ituildings, Public \Vorks Branch)" under "Tre-isury Depart- 
ment." In the sixteen pages of entries he finds only one item 
of less than a half a million dollars that is specifically labeled 
P.W'.A. and — if he is diligent enough to consult all footnotes 
—two others that arc "transferred from P.W.A." If he is not 
now utterly discouraged, he will find P.'W.A. items under 
"Indian Affairs" of tlic Department of the Interior, Federal 
Emergenq' Administration of Public "Works, "Nonmilitary 
activities" of the 'War Department, etc., which he is not cer- 
tain hotv to classify. After these experiences, it is highly un- 
likely that our citizen is still conscientious enough to look 
at The Budget to see what appropriations have been made 
for P.^V.A. for 1938. Under "General Public Works Pro- 
gi am" he will find items of §2.00 for communications ex- 
penses, but he is not told whether or not all the trventy-one 
pages of items represent P.W.A. expenditures. From this 
single example, it should be clear that diese documents in 
their present foim cannot be regarded as a medium for in- 
foiiuing the electorate of tlic government’s finances. 

After these disconcerting experiences, the inquiring citizen 
would be forced to recognize that his apparently simple query 
was in reality a research problem, and, if he had the time and 
the patience, he would tackle it as such. The research would 
begin w'ith the various pieces of legislation creating the P.W.A. 
and providing the different appropriations which have li- 
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nanced its operations; it would lead through tlic statements 
made by tliat agency’s officials in the coune of hearings before 
die Congressional appropriation committees; and in all proba- 
bility it would not end before the inquiring citizen had had 
some direct correspondence with the agency itself. 

In die course of the search, it would be discovered that 
P.W.A. had originally been created widi some verj’ broad 
powers, including powers to make grants to other federal agen- 
cies, to make loans to railroads, and to make loans and grants 
to states, cides, and odier units of government, and that by 
fiscal 1938 diese powers had become restricted to the making 
of loans and giants to nonfedeial units of govcniment. It 
would be discovered that P.W.A., except for its own adminis- 
tration, spent no money itself, dial it merely made loans and 
giants to be spent, under general P.^^^A. siipen’ision, by 
others. It would be discovered that, with respect to loans, the 
P.W.A. had functioned as a kind of quasi-investment banker 
for railroad and municipal issues, intermediate between the 
boi lower and die capital market, and that this relationship 
had been complicated by die interposition of the R.F.C. be- 
tween the P.W.A. and private purchasers of securities. Aimed 
with this infoi Illation, it would be possible to go to the appro- 
priate items in the Daily Statement, and ascertain die volume 
of P.W.A.’s financial opeiations. 

Despite the lack of standardization of expenditure classifi- 
cation in die goveiament reports, one can discern a tendenej' 
toward the development of "special” budgets of the "c.vtraor- 
dmary” type. The first step was taken in the Hoover Admin- 
istration in the establishment of the Reconstruction Finance 
Corporation. Here was a govcmment agency organized to 
meet an emergency, financed by a subscription to its capital 
stock of half a billion dollars out of the "General Fund." ” 
In that year no special budget was set up for the R.F.C.; 
there is no report of its expenditures until 1933. But the very 
ormation of a government-financed emergency corporation, 
au orized to tnake loans and undertake expenditures, was 

rt Cf. Combined Statement. 
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tljc first of several cmcrgcnc)' measures which led directly to 
the President’s recent demand for a separate budget classi- 
fication. Clearly, the subscription to tlic capital stock of the 
R.F.C. represented an expenditure of an entirely different 
sort from administrati\‘e c.xpcnscs, relief payments, or even 
public works. For presumably the capital subscriptions would 
provide the basis for investment in assets ivith a marketable 
value, and was, therefore, in some sense "balanced” by an 
acquisition of assets. The same is true of tlie subscription of 
$125 millions to the stock of tlic Federal land Banks in the 
same year.*' 

The Combined Statement shows no changes in 1932 other 
than the addition of the subscriptions to the stock of the 
R.F.C. and the Federal Land Banks to the list of "other" 
(as opposed to "general") expenditures. The Budget, which 
previously had divided expenditures into "Ordinary ’ and 
"Rcdtiction in Principal of the Public Debt Required to be 
Paid fiom Ordinary Receipts," divided them for the fiscal 
year 1932 into "General." "Special," and "Trust Funds." 
This division was not made according to departments; nearly 
every department had some items in all tliree categories. 
"Special" items consisted of such expenditures as the "Me- 
morial to AVomcn of the World -War” under the heading 
"Legislative Esublishment," and "Federal Reserve Board” 
under "Independent Establishments." Trust funds, which 
arc funds held for particular gioups or individuals, included 
items such as "Proceeds from Sale of Indian I ands.’ 

In the form of the "budget results" table in the An- 
nual Rciiort was significantly changed. Wherpas m previous 
years expenditures Jiad been divided into two broad Hasses, 
"general" and "other," in 1933 tlicrc was an additional clas- 
sification: "Major expenditures due to or particularly af- 
fected by the depression." Under this heading appeared the 

U.e wriuen report ot the 

^pendjulrw but th»rrdoB not appear in thefo..,-' tabular 
siaiemcnt of expenditure!. 
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following items: Reconstruction Finance Corporation, Pub- 
lic Works, Special Aids to Agriculture, Distribution of Wlicat 
and Cotton for Relief, Emergency Conser^’ation Work (rrhich 
latter beratne the C.C.C.), and Postal Deficiency. This clas- 
sification is significant because it indicates a recognition by 
federal finance authorities that there are some sorts of ex- 
penditure that cannot properly be described as "ordinary,” 
and which need some special kind of treatment. 

In the text of the Report" die new method of classifica- 
tion is explained in die following manner: "Expenditures 
for 1933 and prior fiscal years cannot be completely classi- 
fied as between general and emergency outlays a cl.issifica- 
tion which was introduced into the Daily Treasury Statement 
on July 1, 1933. There is presented on page 7, however, a 
comparison of expenditures of the fiscal years 1932 and 1933, 
classified by major functional groups. In this table major 
items due to or pardcularly affected by die depression arc 
shown separately.” 

The foini of the Budget for die fisc.il yc.ir 1933 (presented 
January 3, 1932) was the same as for the previous yc.ir. The 
Combined Statement showed no change except that four 
new "Independent Offices” were added and accounted for, 
namely. National Industrial Recovery, Emergency Conserva- 
don Work, National Banking Emergency Act, and Federal 
Home Loan Bank Board. 

The ‘Federal Home Loan Bank Board” makes its first 
appearance in the Budget in 1934 (presented January, 1933), 
appearing under "Independent Establishments, Group 1 .” 
The Reconstruedon Finance Corporation also makes its first 
appearance under "Independent Establishments, Group II.” 
The difference between these two groups is not explained. 
Most independent establishments are in Group I. One can- 
not conclude that Group II is regarded as the "emergency” 
giuup, since it includes the Shipping Board, Veterans’ Admin- 
istration, and the Fedei.J Faiiu Board. Subscriptions to stock 
ot federal T and Banks are not shown under the same hcad- 

“ Se...tary of the Treasury. ,935, p. 5. 
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ing as subscripiions to stock of R.F.C., but under "Treasury 
DciJarinicnt, General Fund.” About all Uiat can be con- 
cluded fioni these revisions is that the Budget division at the 
beginning of 1933 was already feeling some need for reclas- 
sification of expenditures. 

In the Combined Statement the only changes introduced 
' 93‘1 were the addition of a large number of new Inde- 
pendent Offices -» and renaming the "Onice of the Supervis- 
ing Architect," which appeared under the Treasury Depart- 
ment, “Procurement Division, including public works. Pub- 
lic \Vorks Branch." 

A more important change was made in the Annual Re- 
port. The heading “Expenditures Due to or Particularly Af- 
fected by the Depression" gave way to tlie heading "Emer- 
gency and Other Expenditures.” 

Under the Roosevelt regime tlie trend toward setting up 
special budgets was considerably accelerated. In his first Bud- 
get Message that for 1935, presented January 3, 1934 — he 
tacitly accepted the principle of a balanced "regular” budget, 
which is made to balance by setting up an "extraordinary” 
budget for emergency expenditures. He emphasized the fact 
that, with tlie exception of debt retirement, the budget esti- 
mates for the fiscal year 1935 show a small surplus, but that 
this budget "docs not include any additional expenditure 
for extraordinary purposes.” ** By making this distinction be- 
tween the regular and the extraordinary budget, he sought 
to reconcile his election promise of balanced budgets with 
the expansion of iliose expenditures which, it was deemed, 
relief or recovery made necessary. 

Roosevelt's distinction between "General” and "Emer- 


50 Vii.: Commoiliiy Credit Corp., Electric Home and Farm Authority, Execu- 
tive Coiincii, Export-Import Danks, Fed. Alcohol Control Board, Fed. Board 
of Vocillonai Ediialion. Fed. Civil Works Administration, Fed. Co-ordinator 
of Transportation. Fed. Deposit Insurance Corp., Fed. Emci(;tncy Housing 
Corp., Fed. Emeigtncy Relief Admin., National EmeigCiicy Coundl. Fed. Sav- 
ings and Loan Ass’n., Federal Surplus Relief Corp., National Industrial Recov- 
ery Admin., National Planning Board. 

51 tliidget, igjs. pp. vi-viii. 
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gency’’ expenditures was carried into the Budget statement 
for 1935, in much the same manner as in the Annual Report 
for 1934. Under tlie heading “General," many items, not 
previously rlassified in that manner in the Budget state- 
ments, appear: Public Building Construction and Sites, River 
and Harbor Work, Agricultural Adjustment Administration, 
Faiiu Credit Administration, Agricultural Marketing Fund, 
Distribution of Wheat and Cotton for Relief, Subscription 
to the Stock of tlie Federal Land Banks, Interest on the Pub- 
lic Debt, Public Debt Retirements. From this list it is clear 
that the double budget was still a long way from being a 
current and "capital” budget, or even an ordinary and a 
“loan" budget. ^ 


In 1935 Combined Statement adopted the classification 
introduced into the Annual Report of ilie previous year; 
expen^tures are divided into "General" and "Emergency.” 
The list of “emergency" expenditures is tlie same as in the 
1934 Annual Report, except for the following additions: 
Resettlement Administration" and "Chargeable against in- 
CTement on gold: Melting losses. Payment to Federal Reserve 
Banks for reUrement of national bank notes." Several new 
Independent Offices were added to tlie contents.** 

, By 1935. however, the fouu of the "budget results" table 
m the Annual Report had changed again. The main divi- 
sions were "General" and "Recovery and Relief" expendi- 

?! Bead is one main subhead: Federal 
bhe Works Ptojects. The public works arc redivided into 

stin K "°""P^y^Ble and repayable. This distinction is 
The budgetary procedure. 

RecIaSn?^ .Items include tlie Boulder Dam and oUier 
Reclamation Projects; Loans to the Commodity Credit Cor- 

W Banks, and Crop and Feed 

. ubhe Works Administration; and Subscriptions to 

• Remeuem Board. 

»nd Exrhnn/S C Adminis, ration. Scc.ritic* 

-ministration. P.1V.A. is n« liSTa Acl- 

“Procuit-iMPni Division" of the Tro-istirv category', bin appears under 

n ot tlie Treasury Dcparimcni and otliei headings. 
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Capital Stock.” There is implied in the form of this table 
an arg[umcnt dial e.\pcnditurcs on income-yielding assets and 
on recoverable loans ought to be regarded differently fiom 
expenditures of other sorts. 

This form of presentation of expenditures was adopted by 
President Roosevelt in his 1936 Budget Mpssage (January 3, 
1935). Still clinging to tlic principle of a balanced ordinary 
budget, the President pointed out tliat for tlie fiscal year 
193.3 “general receipts . . . approximately equalled the reg- 
ular expenditures for the year, a fact whidi should be duly 
recognized,” and noted tliat tlie 1936 estimates balanced "ex- 
cept for expenditure to give work to the unemployed." In 
this same Message attention is drawn to an important budget 
"reform.” Henceforth, self-supporting or self-contained gov- 
ernment units were to have their own separate and annexed 


budgets. There would also be a General Budget Summary, 
which would show surpluses or deficits from tlie annexed 
budgets in addition to tlic other items. Here we have the 
adoption of what is essentially tlie French system of annexed 
budgets for government corporations. In 1936 tlie depart- 
ments so distinguished were tlie Post Ollice Department, the 
Reconstruction Finance Corporation,** the Tennessee Val- 
ley Authority, and tlie District of Columbia. 

The Budget for 193G divided c.\pcnditurcs into eight mam 
divisions: I. Legislative, Judicial, and Executive; II. Civil 
Departments and Agencies; III. National Defense; IV. Vet- 
crans* Administration; V. Debt Charges; VI. Refunds; VII. 


»n.eJC siibOTiplions Included: Regional Agricultural Cr^it 

the Lxport-Impon B®" ® Federal Housing Administration, 

AgrieuU aed.t Cr- 

poration. 
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Recovery and Relief; VIII. Supplemental Items. Under Re- 
covery and Relief the divisions were: (i) Agricultural Aid; 
(s) Relief; (3) Public Works; (4) Aid to Home Owners; (5) 
Miscellaneous; (6) Reconstruction Finance Corporation (from 
annexed budget); (7) Tennessee Valley Authority (from an- 
nexed budget).” 

The reports of actual expenditures {Annual Report and 
Combined Statement) show little change in 1936. The items 
“Railroad Retirement Act," "Soil Conservation and Domes- 
tic Allotment Act," and “Social Security Act" were added to 
the list of “Geneial" expenditures, and die debated transfer 
of Emeigency Conservation Work to the "General" category 
from "Recovery and RelieF’ was made. 

In his Budget Message for 1937 (January 3, 1936) Roose- 
velt reitciated his distinction between a balanced regular 
budget and an euiergency budget. "In looking at the revised 
estimates for the fiscal year 1936 I am more than pleased to 
find that we have not only accomplished what I said we 
would in my Budget Message a year ago but that the results 
with respect to both expenditures and receipts have sur- 
passed expectations." He included in the category of "regu- 
lar activities," as opposed to "recovery and relief," "major 
public works, operations of the C.C.C., and agricultural ben- 
efit payments." He also announced that twenty emergency 
agencies had been brought under the administration of the 
Director of the Budget. In the Budget itself no significant 


"Hie Budget for 1936 carries with it a "Siipporting Schedule No. 3. Part 
III," in which is presented "Moneys lor Recovery and Rcliet Classilied as to 
Provisions for Repayment,'' Its outline is as follows: I. Nonrepayable, i. Crams, 
aids and expenses: F.E.R.A.; C.\V.A.; Emciguicy Conservation Work: Dept, of 
Agric. drought relief; P.Wn\.: Surplus Relief Corp.: A.A.A.: Land Banks; 
R.F.C.: Regional Agric. Credit Corps.; Adm. for Industrial Recovery, *. Fed- 
eral public works projecie; T.V.A.; Public liighn-ays; Boulder Canyon; Rivers 
and Haibors; Other: (Departmental). II. Lonns; Comm. Credit Corp.: Joint 
stock Land Banks; Crop and feed loans; P.W.A.: Emerg. housing: F.H.A.: Subs, 
homoieads; R.F.C.; Expori-Impori Banks. 111 . Subscriptiom to eapilal sloeh, 
M Credit Corps,; Banks for co-ops.; Regional agric. ..i<.dit corps.; 

n Credit Banks: Fed. Land Banks: Home 

^IC IV it uT Assns.; 

ejl-l.c. IV. Un.alIottcd funds (by P.WJt.). 
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diangcs were made in 1937. In accordance with the reports 
of actual expenditure for 1936, the Budget for 1937 shifted 
die Emergenej’ Conservation Work, under the heading Ci- 
vilian Conscrwuion Corps, from Recovery and Relief to the 
"General" category. The Boulder Canyon Project was taken 
out of the "Federal Public Works" division of tlie nonrepay- 
able recovery and relief expenditures and entered under 
"Civil Departments and Agencies." 

The "budget results" table in the Ann 7 ial Refiorl for 1937 
divides expenditures into "Regular operating expenditures,” 
"Public Works," and "Relief" each with subdivisions; 


Loans, Subscriptions to Stock and Surplus, Agricultural Ad- 
justment progiam. Social Security, Railroad Retirement, and 
Debt Retirement. A more significant classification makes its 
appearance in the "Estimates of Expenditures" table, which 
includes a report of actual e.xpenditures for 1937. Under 
"General and Special Accounts" appear: I. Gcneial, II. Re- 
covery and Relief, III. Revolving Funds, IV. Transfers to 
Trust Accounts (including for the first time the Old Age Re- 
sen-e Account), V. Debt Retirements. “Trust Accounts, In- 
CTcmcnt on Gold, etc." arc listed under that heading. As will 
be seen below, the 1939 budget organiyation is really an elab- 


oration of this kind of formulation. 

In the 1938 Budget, the "General Public Works Progumj^ 
is eliminated from the “Civil Departments and Agencies 
category and made a main division of its o'vn, along with 
"Legislative," "Recovery and Relief," etc. "Social Security’ 
is added as a main subdivision. The Federal Deposit Insur- 
ance Corporation follows the C.C.C. and Boulder Dam from 
"Recovery and Relief’ to the regular division, under ’ Le^s- 
lative and Executive.” Tlie Federal Surplus Commodities 
Corporation was added to the list of nonrepayable recoveiy 
and relief expenditures, while the Surplus Relief Corpora- 
tion, Emergency Conservation Work, and Agricultural Ad- 
iustment prog* am no longer appear there. ^ 

^ In his Ldget M'-'sage for 1939. the President cai^ out 
more definitely for a reclassification of expenditures. He di- 
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vided expenditures into four major typ«: (i) Fixed chaiges 
that cannot be reduced by Executive action, e. g., interest on 
public debt, pensions, contributions to Old Age rcser\'es, 
etc.; (8) Everyday opeiations of goveinmcnt that do not af- 
ford opportunity for large reductions, e. g., State Department 
salaries of diplomats, consuls, etc.; (3) "The major effort of 
the Government to help the economic security of laigc 
groups of citizens. . . .” Aids to save fanus and homes from 
foreclosure, relief for unemployed, old-age pensions, etc.; (4) 
"The final category includes items of public expenditure for 
capital improvements such as new highways, new river and 
harbor projects . . . etc.“ 

In his Budget Message for 1940, issued on January 3, 1939. 
President Roosevelt brought the issue of the capital budget 
specifically to the fore. He divided federal expenditures into 
“oiHinary” and "extraordinary.” The founcr relate to the 
"operating expenditures for the noinial and continuing func- 
tions of government." "The ordinary expenses," said the 
President, "should be met out of current revenues.” And he 
expressed the hope that in times of prosperity current reve- 
nues would so far exceed ordinary expenditures as to pro- 
duce a “surplus that ran be applied against tlie public debt 
that the Govemment must incur in lean years because of 
extraordinary demands upon it." 

The extraordinary expenditures, which arc concerned with 
loariii, capital outlays, and relief of need, he deemed to be 
sufficiently flexible in character as to pciuiit their contrac- 
tion and expansion as a "partial offset for the rise and fall 


S» The general form oE the 1939 Dudgel is unchanged. Among changes in the 
details, hon'^Tki, weic the fallowing: Tlic Commodity Credit Corporation and 
the Farm Credit Assn, wee eliminated tioiu Recover) and Relief, and the 
Federal Farm Mortgage Carp,, the Farm Security Corp,. Administrative Expense, 
BouldCT Canyon, Grants to States, Loans to Railroads, and the Resettlement 
Administration were added. The Commodity Credit Corp., Farm Credit Ad* 
minirtration. Loans and Grants to States, Loans to Railroads, Export .Import 
Banlu, and the R.F.C. wcie added to the Revolving Funds Account. TIic Old 
Age Rtsewe Account. Railroad Retiicncnt Account, Adjusted Service Ccrtiri- 

“‘f Employees' Retirement Funds were placed in a new 

seciion called Transfers to Trust Accounts.*' ’ 
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in the national income." In tliis manner they "deal more 
particularly with tlic relationship between fiscal policy and 
the economic welfare of the country.” Presumably, in pe- 
riods of prosperity, tliese extraordinary expenditures could 
be greatly reduced. The cunent revenues, augmented by a 
rising taxable income, could be expected to yield a surplus 
which would be applied to debt retirement. The President’s 
Message presupposed not merely highly fluctuating current 
revenues correlated directly with die business cycle, but also 
a highly fluctuating volume of extraordin,ny expenditures 
correlated inversely witli the cycle. 

This portion of the Message did not make it definitely 
clear whether it was expected that the surplus of current 
revenues during prosperous years shall be adequate to retire 
all the debt incurred by reason of the extraordinary expendi- 
tures made in depression years, or only a part of die debt so 
inctirred. But odier portions of the Afessage would indicate 
that tlie latter was intended. Reference was made to "criti- 
cism of the Government's practice of including in its budget- 
ary expenditures amounts disbursed for loans or for self- 
liquidating projects or for other extraordinary capital outlays 
which increase die wealth of the nation.” A change in the 
method of financing self-sustaining govcmmental corpora- 
tions and ticdit agencies was recommended. An annual ap- 
praisal of the assets and liabilities of dicse corporations or 
agencies should be made and “any surplus from operadons 
or impaiiment of capital rcsuldng from losses" should be re- 
flected as receipts or expenditures in the annual Govem- 
ment Budget. Thus "the Budget would be affected, not when 
the investment or loan is made, but in die fiscal year when 
the surplus or loss occurs.” Capital expenditures made by 
these agencies would not result in an increase in the direct 
government debt. Moreover, it was recommended that the 
capital outlays incurred on sclf-liquidadng public projects, 
like Boulder Dam. should likeivise not be included in the 
annual budgetary expenditures. Such expenditures should 
be capitalized and should occupy a separate category in bud- 
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getary reporting. The implication clearly was that for sclf- 
liijuidating capital outlays of this character a capital budget 
should be set up, separate and distinct from tlic extraordi- 
nary budget. Thus, in effect, it was suggested that four types 
of budget be created as follows: 

I. OrHinary Budget 

II. Extraordinary Budget 

III. Capital Budget (including self-liquidating Public Projccu 
and investment in government corporations and agencies) 

IV. Annexed Budgets (for government corporations and agen- 
cies) 

The implication tvas that both tlic ordinary and the extraor- 
dinary budgets should be financed over an entire cycle from 
current revenues, though not necessarily in each year in the 
cycle; and that the capital budget was to be financed by 
borrorving. According to this tlieory, tlic public debt might 
be pcmiitted to rise pari passu with a rise in incomc-caniing 
assets. Such inaease in debt could be expected to liquidate 
itself over time and would represent no draft on the taxable 
wealth or income of the community. 

The President’s Message, however, went a bit farther, but 
how far is not definitely clear. He did say tliat our financial 
statements "should clearly reflect, in appropriate classifica- 
tions, the amount of goveiumcnt outlays for physical im- 
provements that are not self-liquidating in character.’’ There 
followed a table which set over against tlic rise in the public 
debt during the decade 1931-40 the federal outlays for dur- 
able improveiiicnts and recoverable loans and investments. 
Recoverable loans and investments constituted, however, only 
3.3 billions of dollars out of tlie total so expended. It is clear, 
therefore, that, in so far as the public debt had risen by 
reacon of capital outlays, 80 per cent was due to expenditures 
on non-self-liquidating projects. 

It is with respect to the rise in Uie public debt incident to 
m^e outlays that intelligent debate begins. The President 
did not commit himself. He suggested tliat a catalogue of 
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such outlays at I<‘nst helps to appraise the economic signifi- 
cance of our rising public debt. With respect to these outlays, 
at any rate, the money had not been thrown “out of the win- 
dow or into the sea," The President insisted that we have 
been "buying real values widi it" But he did not commit 
himself to die thesis diat the public debt may properly rise 
commensurate with the growdi of this type of public wealth. 
Indeed, he emphatically asserted that he was not suggesting 
"an ordinary budget which is always balanced and an extraor- 
dinar)' budget which is always unbalanced.” Not only should 
tlic ordinary budget at all times be met from current reve- 
nues, but in good times any extraordinary expenditures 
whicli it was deemed necessary to make should, according 
to the Message, be met from taxes, and, in addidon, a sur- 
plus should be produced in order to redre some of die debt 
incurred during depression. It is not clear, however, that the 
President advocated a complete balancing of ordinary and 
extraordinarj’ expenditures over die cycle period, even after 
self-liquidating capital expenditures and governmental cor- 
poration outlays had been deducted fiom die "extraordi- 
nary" expenditure category. What can definitely be said is 
that he envisaged that extraordinary expenditures on non- 
self-liquidating public works and on unemployment relief 
shall, over the cycle, be met in pari from current revenues. 

Over die entire decade 1931-40, according to the Presi- 
dent’s table, total ordinary expenditures amounted to $40,515 
millions and total current revenues to $41,033 millions. Ex- 
cept for the fiscal years 1932, 1933, and 1936, current reve- 
nues exceeded ordinary expenditures. But, for the endre 
decade, current revenues contributed only half a billion dol- 
lars to the total extraordinary expenditures of $ 27-797 ni*^" 
lions. Of diis total, $16,231 millions was for unemployinent 
relief, $7,952 millions for public works, and $3,339 millions 
for loans and subscriptions to stock, etc. The unemployment 
relief total, however, included an estimated $2,687 millions 
of durable improvements constructed by the W-P-A. If Ais 
be added to the public works, loans, and stock subscription 
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ifptnq, we get a total of §13,978 millions for public works 
and investmenu. There remains the almost exactly equal fig- 
ure of §13,544 millions for unemployment relief expendi- 
tures of a sort which have left no material assets behind. Ac- 
cording to these estimates, we have “something to show” for 
one half of tlie extraordinary expenditures; the rest went to 
relieve distress but added notliing to the public wealth. 

In view of the stress laid on durable assets, it is important 
to note that tlie mere accumulation of tangible wealth is not 
an adequate criterion of the economic justification of public 
expenditures. Expenditures on public health and education 
may be more valuable than the construction of durable proj- 
ects. 

The trend toward reorganization of the fedeuil budget to 
Uke account more adequately of tlie distinction between gen- 
Cial expenditures and “special” e.xpcnditures of one sort or 
another has existed throughout most of tlie depression pe- 
riod, and ^e President’s 1940 Budget Message represented 
a culmination of tliis trend. The time has now been reached 
when there should be undertaken a systematic budget re- 



Part Three 

FISCAL POLICY AND FULL USE 
OF RESOURCES 






Chapter XI 

THE CYCLICAL CONSUMPTION- 
INCOME PATTERN 


{ ^ X NCE a revival is started, a cumulative process begins 
I I >t> which investment and consumption inteiact upon 
V_^ and stimulate one another the first inn ement ofin- 
vestment induces an increase in consumption and this, in 
turn, induces further investment. This cumulative process, 
hosvcvcr, unless contipiially reinforced by spontaneous or iri- 
• dependent invesimept, is likely to peter out rather quickly.) 
this follows from the fact that a considerable part of the 
nciv income gcner.itcd by investment is not used for con- 
sumption. Thus, the induced consumption expenditure tend 
continually to run down, and so, in turn, the induced invest- 
ment slows up until the whole process comes to a standstill 
and tliereafter rapidly des'elops into a cumulative doiviitum. 
The cumulative doivnward process similarly come to a halt 
because, with loivcr income, consumption falls less rapidly 
than income and so offen an increasing resistance to a fur- 


ther decline. 

The cumulative process, therefore, does not offer a valid 
theoretical basis upon which to predicate cither a continued 
upivard movement or a conunued downward spiral. And it 
is equally precarious to pin one's faith upon the cumulative 
process to produce a sustained recovery. The recovery is not 
likely to rcacli any veiy high level, nor to be niaintained for 
any considerable period of time, without the injection of a 
continuous flow of spontaneous or independent investment. 

It is true that expenditures on durable consumers goods 

«*s 
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(especially automobiles) not only help to initiate an upturn, 
but also help to sustain the recovery as long as investment 
outlays are sufficiently large to maintain income at a high 
level. But there is not likely to be any important decline in 
the consumption of durables or of consumption in general 
until a decline in income has already set in. 'Whenever in- 
vestment falls off, however, employment and income decline, 
and the decline in income is likely to bring about quickly 
a sharp reduction in die purchase of durable consiimcis’ 
goods and more giadually a decline in consumption in gen- 
eral. 

Thus, we must look to the continued flow of investment 
expenditures to sustain prosperity. ’IVhenevcr this stops, in- 
come falls off, not only by die amount of the decline in 
investment expenditures, but also by reason of the induced 
decline in consumpdon. ^Vhilc consumption and investment 
both play a role in initiating recovery and in the cumulative 
process, it is peculiarly spontaneous or anticipatory invest- 
ment which must carry on if a high level of income and 
employment is to be maintained. In die absence of govern- 
mental support, on a scale hidicrio not realized, booms in- 
evitably die sooner or later a natural death, because die in- 
vestment flow dries up. It dries up because, after some years 
of laige capital outlays, investment opportunities become 
temporarily exhausted. 

A society so constituted that its consumption habitually 
falls, by a considerable percentage, below its income at rea- 
sonably full employment levels requires a large continued 
flow of new investment to keep it going at full activity. Tiius, 
Ot is impoilant not merely to inquire into a country’s invest- 
ment opportunities, and how fully these have already been 
satisfied, but also what proportion of its income is customar- 
ily consumed. The relation of consumption to income is ap 
parendy a highly stable function and certainly one of die 
most important in the whole field of economics.) 
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The Consumption Function 

A schedule giving tlie amount of consumption at various 
income levels is precisely analagoiis to the ordinary demand 
schedules for commodities. The consumption-income sched- 
ule and the ordinary demand schedule both show die func- 
tional relation between two variables, die former die reladon 
of consumption to income, and die latter the relation of die 
amount demanded to price.(|rhe functional relation of con- 
sumption to income may be designated briefly by the phrase 
"the consumption function.’*) 

^Tlic relationship of percentage changes in demand to per- 
centage changes in price may be described by the phrase 
“price elasticity of demand,” while die relationship of con- 
sumption to income may be described by the phrase "income 
elasticity of consumption.",)A commodity demand schedule 
may, of course, also be set up in terius of die relation of 
quantity taken to income. The shape of such a derived curve 
may be dcsciibcd as the "income elasdcity of demand” for a 
particular commodity. A summation or aggiegate of all such 
individual commodity demand sclicdules for consumption 
goods of all sorts would, of course, give us the aggiegate 
incomc<onsumption schedule, which we are here discussing. 

The income elasticity of consumpdon is a propeuy or 
characteristic of the consumption funedon. Other propeiiies 
of the consumption function arc as follows: (i) the marginal 
propensity to consume and (2) the average propensity to con- 
sume. 

The marginal propensity to consume may be defined as the 
percentage of an additional increment of income which thfe 
public wishes to consume; it may be designated as follows: 

^ in which C is consumpdon and Y is income. The av- 
erage propensity to consume may be defined as the propor- 
tion of any given aggiegate income which die public wishes 
to consume; it is die rado of consumpdon to income at any 

given income level and may be designated as follows: 
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^Both the rnargina] propensity to consume and the average 
proppncity to consume may, of course, vary (as is also true 
of elasticity) at different income levels. But tliey need not 
both change in the same direction. Indeed, the avciuge pro- 
pensity to consume may, for example, increase steadily as in- 
come falls, while the marginal propensity to consume might 
remain constant at all income levcls.)This is illustrated in 
the table and cliart on page 329. 

Keynes' “propensity to consume" is merely another tcwii 
for the consumption-income schedule or the consumption 
function. Keynes’ teiminology is perhaps more likely to be 
misunderstood, especially by Ae nonteclinical reader, who is 
likely to conclude tliat “propensity to consume” means merely 
a desire to consume. On the contrary, it represents something 
quite specific with respect to action.iSThc “propensity-to- 
consume" schedule indicates precisely the action which the 
public is prepared to take with respect to consumption pur- 
fhases at various income levels, just as the demand schedule 
for individual commodities indicates the amount of tlie com- 
modity which the public is prepared to buy at various prices.) 
At times, the phrase “propensity to consume” is a peculiarly 
convenient expression to use, but more often tlic phrases 
' consumption-income schedule," or, more briefly, “consump- 
tion function,” will be used in this book. 

With respect to both the demand function and tlie con- 


sumption function, it is, of course, true that tlicy are hypo- 
thetical in the respect that tlie amount irhich ivill be de- 
manded in the foruier rase, or the amount which will be 
expended on consumption in tlie latter rpse, is dependent 
upon a single variable price in the foimcr instance and in- 
line in the latter. It is assumed that evcrj'tliing else, not 
inherently connected with die change in price in the one 
^e or the change in income in die odier, remains constant. 
Thus, with r«pect to die demand curve, it is assumed diat 
toe tastes and relaUve preferences of consuraere for differ- 

and, widi respect to the 
consumption-income curve, it is assumed dial the thriftiness 



A = Consumption Function with respect to which both the 
marginal propensity to consume and the average propensity 
to consume arc unity at all income levels. 

B = Consumption Function with respect to whidi the mar- 
ginal propensity to consume and the average propensity to 
consume arc as given in the following table: 



C 

AC 

Y 

Y 

AY 

56 

1.036 

0.667 

62 

1.000 

0.667 

68 

0.971 

0.667 

80 

0.925 

0.667 


Billions of 
dollars 
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of the people remains unaltered. A shift in tlic demand curve 
from left to right, for example, represents a genuine change 
in demand in the respect that the preferences for different 
types of commodities have been fundamentally clianged, and 
similarly a sliift in tlie consumption-income cun'e indicates 
a change in the thriftiness of tlie community. Thus, with a 
decrease in thriftiness tlie consumption-income curt'c would 
shift upward precisely as an increase in the demand for a 
specific commodity would be represented by an upward shift 
in the whole demand curve. 

The curve, or schedule, represents the relation of one tri- 
able to the other in a "period” wthin which all other varia- 
bles are assumed to remain constant. Thus, the consumption- 
income schedule, or the consumption function, represents 
only one single relationship changes in consumption as in- 
come changes. Hypothetical schedules of this character are, 
of course, heroic abstractions. They arc unrealistic in die re- 
spect that they seek to isolate fiom tlie multitude of factors 
lyhich are constantly changing in a highly dynamic world a 
single variable which is regarded as a significant dctciiiiinant 
in order to measure the influence of this variable upon tlie 
dependent variable. Perhaps tlic best illustration of such a 
hypothetical schedule, in so far as the consumption function 
is concerned, would be one purporting to show the different 
amounts which a given individual witli cermin definite, un- 
f anging psychological attitudes would expend on consump- 
tion goods in the event that his income should change. In 
point of fact, of course, as his income changes, other tilings 
J-hange also, including his psychological attitudes. A severely 
heroic abstraction which precludes all such changes in psy- 

frequently be very useful in eco- 
nomic analysis, even diough it is somewhat unrealistic. 

Statistical Studies of Consumption 

its "^^^*** realistic, Uiough less rigorous in 

Its logic, might proceed on die following assumptions: that 
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human beings, in general, are fundamentally alike when 
viewed in rather large sutistical aggiegates; that, therefore, 
the expenditures on consumption goods by individuals with 
an income of one tliousand dollars represent, in some sense, 
a typical behavior; and, similarly, the expenditures of an ap- 
propriate sample of individuals witli an income of $1,500, 
$2,000, $2,500, etc., may be regarded as typical. The assump- 
tion may, moreover, be made tliat a typical individual who 
expends a certain amount on consumption goods when his 
income is $i,ooo would, if his income were increased to 
$1,500, $2,000, $2,500, etc., expend on consumption goods 
the amount which individuals in those groups typically spend. 
This involves, of course, the assumption that the typical in- 
dividuals at the various income levels are fundamentally alike 
and differ in their behavior only by reason of the differences 


in tlicir incomes. 

An illustration of this type of statistical analysis may be 
found in the report of the National Resources Planning 
Board on Consumer Expenditures in the United State^* 
From the budgets examined it is possible to prepare a sched- 
ule showing the amounts consumed by different income 
classes, as is done in Table XX on page 232. 

On tlie basis of such a table,(a schedule can be constructed 
showing tlie consumption of society as a whole at various hy- 
potlietical income levels. Imagine tliat the income of each 
troup suddenly rose to a higher level. The individuals of 
oarh Kioup would now react in tlieir consumption expendi- 
tures, it is assumed, according to the 
schedules statistically ascertained in the actual budget studies^ 
Thus, in the event that the one-thousand-dollar income class 
should experience a jump in income to the fifteen-diousand- 
dollar cla«, they would presumably react 
tion expenditures just as die fifteen-dionsand-dollar income 
class had in fact reacted, according to the inquiries made. O 
Sr»"IpUon, a »blc ™ catal,«d givinf 

X Nadonal Resources Plnnr.ing Doord. Consumer Expires in ike VnUed 
Slates, U.S. Gov.:iiimcnt Printing OlBce. j9S9- 
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Table XX 


Income Head 

Under §500 

S500-750 

$750-1,000 

$1,000-1,550 

$1,350-1,500 

$1,500-1,750 

$2,000-2,500 

$2,500-3,000 

$3,000-4,000 

$4,000-5,000 

$5,000^10,000 

$10,000-15,000 

$15,000-20,000 

$20,000 and over 

Derived (roiu National Resour<.,j 
Vniled Stales, 1939, p. 20. 


Consumption as 
Per Cent of Income 

149.4 

112.8 

104.6 

100.6 

99-0 

96-5 

950 

91.8 

88.4 

84.4 

79-4 

70.5 

61.1 

60.1 

49-3 

!, Consumer Bxfieniitures in Itse 


tion for die economy as a whole at varying total income 
levels, ranging from $60 billions to §80 billions. This sched- 
ule is given in Table XXI. 


Table XXI 


National Income 
(billions) 

$50.0 

Go.o 

70.0 

80.0 


Consumption as 
Per Cent of Income 

93-t 

89.8 

87.2 

85.1 


Table derived [lOiu National Resomeu Commiltcc Consumer Expendi- 
tures in the United States, 1939, p. 167. 


What realistic interpiretation might be made of such a 
table? Let us suppose that die nation.’il income will, in fact, 
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rise by $io billions per decade over the next half century. 
By the aid of such tables, would it be reasonable to assume 
that one could determine approximately the amount of con- 
sumption decade after decade from such a consumption- 
income schedule as the kind referred to above? Obviously, 
such a conclusion would be unwandntcd. Were the schedule 
in question applied to such data, it would appear that,(!as 
tlie national income rose decade by decade, a smaller and 
smaller percentage of the total income would be consumed 
and a larger and larger percentage savcd.'l^^ow we know in 
geneial, from past experience, tliat this hi not happened. 
AVe knoiv that, as incomes in all gioups have risen, changes 
in the standard of living have forced upward the minimum 
consumption requirements, so that always the lower income 
gioups, despite die fact that dicir incomes were much higher 
than fifty or one hundred years ago, still consumed all or 
even more than all of their incomes, their incomes being 
often supplemented by gifts and by borrowing. Historically, 
it appears probable though the data are certainly inconclu- 
sive diat as die national income has risen secularly from 
decade to decade, approximately the same proportion of the 
income has been consumed.* This appears to be true for the 
United States doivn to the present dme and for England, at 
any rate until die time of the first World War. Fundamental 
institutional changes may, of course, alter this relationship, 
but there is no conclusive evidence that, with the long-run 
secular rise in per capita income, any substantial increase has 
occurred in the rcladve proportion of the total income con- 
sumed and saved.) 

It appears evident, therefore, that the typical consumption- 
income schedule (which shows a tendency for the ratio of 
consumption to income to fall as income rises) does not hold 
for the long-run secular change in real income. The relation 
indicated holds only when large changes in income occur 

* rrellminary otimaia by S. S. Kuaiets of capital toiuialion in the United 
Slates durinn the past six decades, soon to be published, support thu con- 
cIi»?on 
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svithin a relatively short period of time. Now, in point of 
fact, this is precisely what happens in the violent fluctuations 
of income in tlic business cj'clc. 

'![^The fluctuations in consumption relative to income in 
the various phases of die cycle follow a more or less definite 
cycle patteui. The volume of consumption is dcici mined not 
merely by die size of die income, but also, in part, by the 
pardcular stage in the q'cle at which diis income is received.; 
Thus, die consumption is, within the cycle period, a func- 
don not merely of the size of die income, but also, to some 
extent, of the particular phase of the cycle in which the in- 
come occurs. Moreover, the cyclical changes in income occur 
for each income group. Each group c.\pcricnccs marked 
changes in income widiin the c^'cle period. The change in 
aggiCgate consumption springs from changes in the income 
received by all of die various income groups. This, however, 
is something very diflerent from die differential consump- 
tion behavior of different income groups at any one point of 
dme. For all these reasons, it cannot be assumed that sched- 
dulcs derived Iiom the amount consumed by s'arious income 
groups at any one period — for cx.nmplc, 1935-3G, as in the 
study of the Nadonal Resources Comniittcc could be used 
as a basis horn which one might calculate die changes in con- 
sumpdon whicli would follow from c}’clical fluctuations of 
income. 


Cyclical Consumplion-incotne Palloti 

Fortunately, however, as we have indicated in an earlier 
chapter, we now have data indicating the relation of con- 
sumption to income in die various stages of two complete 
major cycles fiom igai to 1939, inclusive. These dam give 
us, thwefore, a fairly accurate pattern of the rcladon of con- 
sumption to income svithin the business cycle period. This 
Ln ‘^“'Snatc as die cyclical patient 0} consump- 

emphasized diat 
wvdi cyclical dianges in consiimpdon rela- 
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tivc to income. We are not conceined with an abstract prop- 
osition about tlie behavior of consumption relative to income 
in general. The proposition is that from one phase of tlie 
business cycle to another, one can detect a pattcin in the 
clianging relationship of consumption to income. It is be- 
lieved tl]at this cyclical pattern of consumption with respect 
to income is of fundamental significance. 

Tiic relation of consumption to income (as measured in 
current dollars) for the two major cy'cles from igai to 1939 
is shown in the scatter of points in Chart ii.* In the appen- 
dix to this chapter is presented a statistical analysis of the 
functional relation of consumption to income corrected for 
price clmnges and population giowtli. 

It will be noted from die chart that,(at very low income 
levels, consumption exceeds income!)This means that disin- 
vestment (consumption of part of the stock of capital goods) 
is going on. At around die $50 billion income level, con- 
sumption equals income. Judging fiom the raw, uncorrected 
data here used, one gets the impression diat, at low income 
levels ($40 to §60 billions), consumption increases relatively 
more slowly as income rises dian is the case at higher income 
levels (IG5 to S85 billions). In part, diis may be accounted for 
by die fact diat in die early stages of recovery investment 
leads the way (sec Chapter II), while consumption, being 
largely induced, follows with a lag. Once diis lag is over- 
come, consumption rises more nearly in proportion to in- 


creases in income. . 

(it is significant diat the years in which the ratio of con- 
sumption to income is reladvely low are die more pr^per- 
ous years 1923. 1925. >926. 1929. i?37. /nd J93?- From 
die general character of the consumption funcUon it could 
be expected that consumption would be relauvely low m 
relation to income (or, in other words, savings relatively high) 
in peak years. Tliis is due in no small measure, no doubt, to 


and the National Resource Planning Boaid. 
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the high corporate profits of such years, a laigc proportion 
of which is saved and rewined in die business.,. 

.'Apparently, the income level is very imporrant as a dc- 
teiiiiinant of the proportion of income consumed, and also 


Billions of 
dollars 



The Relation o/ Consumption to Income 

the position in the cycle. Thus, at the lower turning point 
(19*1-22) in the first cycle 92.2 per cent of die income was 
consiiTned, while at die second lower turning point (1938—33) 
109.6 per cent of the income ivas consumed. It requires, ap- 
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parcntly, an extremely severe deflation, such as that in the 
early thirties, to bring about aggiegate dissaving or disinvest- 
ment. In more noimal depressions, even at tlie bottom, in- 
come exceeds consumption, and tliere takes place a consider- 
able amount of net investment, though much less than at the 
peak of tlie boom.) 

During tlie seven relatively prospeious years igag-sg, the 
proportion of income consumed averaged 88.0 per cent In 
1937 and 1939, 88.1 per cent of income was consumed. The 
proportion of income consumed varied veiy little in any one 
year from tlie general average of 88.1 per cent for all these 
nine relatively good years. For example, the per cent of in- 
come consumed was 88.S in 1983-24, 88.5 in 1927, and 88.0 
in 1929. Sucli variation as there was, was probably due mainly 
to tlie rather volatile item of corporate profits and the re- 
lated item of corporate savings. In tlie less favorable years, 
sucli as 1924, 1928, and 1938, tlie proportion of income saved 
fell oil, or, in otlier words, the ratio of consumption to in- 
come rose. The percentage of income consumed in these yean 
was 90.3, 89.8, and 90.6 respectively. In general, one may 
conclude from these data that, once a fairly high income 
level is reached, as for tlie nine years refeued to, approxi- 
mately tlie same proportion of the income is consumed.* 

/in the fairly high income years, tlicn, about 88 per cent of 
the national income was consumed, and 12 per cent rvas 
saved. Gross savings for the same years amounted to 28.8 per 
cent of the uioss national product.' This consumption-income 
pattern at relatively high income levels appears to be huriy 
constant.;It is deeply rooted in die customs, habits, and tra- 
ditions of the people, and in institutions whicli are not easily 

obsolescence allow'anccs. 
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rlir^nged and, indeed, very frequently not desirable to change. 

( In order to maintain a fairly high level of income, it is 
therefore necessary, as long as this cyclical consumption- 
income pattein persists, to expend about 22 per cent of the 
gioss national product on real investment, (new and replace- 
ment). For a §1 10 billion gross national product “ (which full 
employment could currently make possible at a price level 
10 to 15 points above die 1940 level), this means about $24 
billions per annum. ' the difliculty of finding investment out- 
lets for so large a volume of expenditures is a major modem 
problem. As long as die current consumption-income pat- 
tern penists, the economy is geared to high investment. It is 
the consumpdon-incomc pattern which explains why it is 
necessary to maintain investment at a high level in order to 
achieve full employuient. ’ 


Stability of Consumptiori'income Pattern 


The question is frequendy asked: Why lay so much em- 
phasis upon investment per se? Why not expand consump- 
d^on? This is a perfectly sensible question. Indeed, it may 
well be that we ought to encourage consumpdon. But^hc 
fact is that die ratio of consumption to income is not easily 
increased^'! Indeed, there is reason to believe diat we arc 
right in the midst of institutional developments structural 
changes in our economy whidi tend, for a time at least, to 
lower the rado of consumpdon to income and to increase the 
proper don of income saved. 


Consider, first, the great development of life insurance 
a development in itself thoroughly sound and certainly de- 
serving of public encouragement and support. Life insurance 
1 propordons in a single generation. In 

1880 the assets of life insurance companies amounted to less 

to onlvT.’^ vir®' * 9 '°' amounted 

to only $3.9 billions. Then came the period of rapid growth. 
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By 1940 tlic assets amounted to over I30 billions. In 1937 
tlic income ol life insurance companies Lorn premiums and 
investments amounted to about $5.3. Benefit payments were 
$3-4 .and expense outlays $1.0 billions, leaving around $1.9 
billions annually for new investment 
Eventually life insurance will reach financial maturity and 
will pay out year by year, in benefits and costs, amounts equal 
to premium receipts and income from investments. When 
this point is reached, individuals will be able to save by the 
life insurance method svithout such individual savings result- 
ing in any net aggiegitc savings. But as long as life insurance 
is in process of rapid growth, large reserves are being built 
up and an annual fioiv of quasi<ompulsory saving is ef- 
fected. ^Vc are cuircntly just at tlic height of this develop- 
ment, and this is a factor tending to raise tlie savings-income 


ratio. 

It is a striking fact that just at the point when life insur- 
ance savings were accumulating at the maximum rate a vast 
social insurance progiam svas introduced, bwed largely on 
tlic private insurance principle of accumulation of reserves. 
Some modificitions were made in 1939 in the original plan, 
reducing materially tlic probable future size of the old-age 
reserve account. Nevertheless, large accumulations have al- 
ready been made and are currently in prospect for some 
years to come both in the Unemployment Trust Fund and 
in tlic Old Age and Survivor’s Insurance Trust Fund. In the 
four years 1937 to 1940, inclusive, the accumulations in 
these funds proceeded at an average annual rate of Si o bil- 
lions, the accumulations at the end of 1940 amounting to 
$4 0 billions. Thus, on top of annual life insurance s^ngs 
there has suddenly been injected this imporunt new factor 
adding to the flow of savings and theieby tending to reduce 
the ratio of consumption to income.’ 


tit is ot eouisc, impossible lo ptcdict Ihc rate at which these funds will 
tit 13, Of raurec imp r „ncmplo>.uent couipens-tion 

accumulate in lulu^ The a« mating to r ^ 
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Another institutional development of relatively recent ori- 
gin affecting the flow of annual savings is the introduction of 
amortiMtion in real-estate loanc and mortgages. Only during 
die last decade has anything systematic and of geneial appli- 
cation been achieved along this line in this country. From 
the standpoint of sound finance, it constitutes an impoi<ant 
and, indeed, necessary refoiio. The real-estate mortgage sit- 
uation at the end of the nvendes was thoroughly bad and 
contributed to the deflation of the early thirties. It each real- 
estate mortgage had been amortized year by year to manage- 
able proportions, the process of debt liquidation would have 
been veiy much less drastic. From this severe lesson some- 
thing of value was learned. Real-estate mortgages now usu- 
ally require an annual payment sufficiently large to cover 
interest rharges and to retire the principal svithin a given 
period, ranging from, say, ten to thjiLy years. This develop- 
ment, already widely adopted, ivas supported and extended 
by the provision in the 1935 Banting Act providing that 
bants may not make real-Mtate loans having a maturity of 
five years or more, unless such loans are amortired according 
to sperific requirements. Insurance companies have, in gen- 
eral, adopted a similar practice. And the expansion of mort- 
gage financing (a) through fedeial mortgage agencies, such as 
the Home Oivners' Loan Ckjrporation, the Federal Faim 
Mortgage Corporation, and the Federal T jmd Banks, and (b) 
under the auspices of mortgage insurance agencies, such as the 
Federal Housing Administration, has contributed greatly to 
the use of the amortiration device. R**al-estate mortgage debt, 
farm and urban, amounts to around $35 billions. The amor- 
tization payments on this debt volume may quite possibly 
amount to around $1.5 billions per annum. This relatively new 
institutional aiiangeiiient is a bctor of considerable magni- 
tude and importance, adding to the flow of qtiasi-compnlsory 

savings. ^ ^ 


assumption that heneBts and tax mt« as piovided in the act as 

samp that ccouomic conditions will i' ..-ain the 

Ylvor'i T i pI! «t“u^uIations in the Old Age and Sur- 

vivor I Tiual Fund of 55.7 biUions by tgjo. 
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Finally, note must be taken of the effect upon the gioss 
savings stream of tlie giotvth of net corpoiate saving in the 
foiiii of (a) depreciation reserves, and (b) rebTined earnings. 
The spread of the corporate form of oigdni7ation and the 
progressive development of accounting procedures have, in the 
last few decades, raised charges to depreciation reserves to a 
level whicli makes tliis item by far the largest single source 
of funds available for investment.* Tlic allocation of funds 
to depreciation rcsen’cs in 1923-29 amounted to §5.5 bil- 
lions per annum and in 1936-37 to $4.6 billions.* 

Over and above tlie depreciation and depletion charges are 
tlie net retained earnings of the corporate system as a whole. 
While the former arc intended for replacement expenditures, 
the latter constitute an important source of funds for the 
financing of net additions to plant and equipment. In 1923“ 
29 corporate net retained earnings (account being taken of 
corporate losses) amounted annually to S2.4 billions and in 
>936-37 >0 Thus, the inteinal sources of fonds 

(depredation, depletion and net retained earnings combined) 
avei.igcd §7.9 billions per annum in 1923-29 and §5.7 bil- 
lions per annum in 1936-37. How important these internal 
sources were for the financing of producers’ fixed capital can 
be seen from the fact that expenditures on plant and equip- 
ment .nveraged $8.7 billions in 1923-29 and $6.7 billions in 


’^Rltahicd earnings in 1923-29 for all corporations report- 
ing net income in the United States amounted to 41.3 

« 10 depreciaiion reset- J do not, of course, contribute to the flw 

nf ,1 avinn Thcv do constitute the most impottant part of gios, saving. 
Tb« «pcndi.ure. and, not'infrequendy, m ^ 

"rof nith new plant and equipment iccrnUy «.nst.uacd, are 

of Economic Rrs«reh. PP- “ igio'scc -'I''’ Ruth P. Mack. The 
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CPilt of net profit.** In contrast, the per cent of unflistributed 
profits in Great BritJiiTi in 1924-29 aveiageci only 20.1 per 
cent.*’ The difference between the two countries is sulking. 
A part of the explanation of this divergence in corporate 
practice niay probably be found in the difference in the rate 
of expansion in the two countries. Population increased fif- 
teenfold in the United States during the nineteenth century 
and only fourfold in England. The giowth of corporate en- 
teipilse and capital investment has been very much more 
rapid in this counli y. It is, therefore, not unnatural that our 
corpomtions should have foiuied the habit of reinvesting a 
large percentage of net profits much larger than in coun- 
tries experienring a slower extensive growth. And once this 
has become established practice, it cannot be expected that 
the policy would quickly be changed, even though a slowing 
doivn of extensive expansion justified the retention of a 
smaller propoition of earnings. 

Other sources of investment funds, in addition to those 
already noted, are the sayings of public bodies (sinking funds 
and the like), individual savings which flow into comrneieial 
^d savings banks, building and loan associations, individual 
savings directly invested in stocks, bonds, and mortgages, and 
the savings of faiuiers, unincorporated business, and home- 
owners used directly to purchase real investment goods. 


Individual versus Aggregate Savings 

Question may now be raised with respect to the main 
causes of Ae rather violent shifts in the volume of aggiegate 
sayings from depression years to years of relatively high pros- 
penty, as revealed in the schedule of consumption in relation 
to income in the various phases of the cycle.** In answer to 

before the Committee on Finance. U.S. Sen- 
and Stision, on HR 12595, p. i8. 

» Mm Hark, National IncOu.e and Outlm,p 185 

sh.-ft2^n\Sr violent 

Piopen^ity to save is uwtablefu a“smble“co'^r *e 

may fluctuate violently as incS;„e fluTt.^l«“’’’® t™«ion, savings 
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Ulis question, it is necessary to stress the fact fhattAe most 
important cause;of this ratlier violent fluctuation in the vol- 
ume of ags-icgatc savings ’is die fact that in depression years 
such a large part of the individual savings stream is used not 
to purchase capital goods, but to cover losses. Thus, it is nec- 
esary to distinguish benveen (a) die stream of individual sav- 
ings which flow annually into the various savings channels 
(life insurance, building and loan associations, savings banks, 
and the like), and (b) die aggiegatc realized savings which 
remain after account has been taken of the losses incident 
to the decline in expenditures on investment goods and the 
consequent fall in income. On the other side, an import^int 
part of die exphanation of the large aggiegate savings in 
good yean must be found in the high level of profits, a large 
part of which go into savings, cither via retained corporate 
earnings or via individual savings from increased dividends. 
Thus, business profits and losses account, in large measure, 
for die high realized aggiCgate savings of prosperous yean 
and the low aggiegate savings of depression years., ' 

A large part of the flow of individual savings, espenally in 
the foiiii of life insurance premiums and savings accounts, 
actually increased despite die fall in income in the gieat 
depression. Thus, die premiums paid to insurance companies 
increased fiom $2,235 millions per annum in 1927-29 to 
$2,580 millions in 1931-33, while savings in mutual savings 
banks rose from $8,537 millions to $9,945 millions. Account 
must, however, be taken of the fact that a considerable pro- 
portion of insurance policy holders, suffering heavy proper ly 
losses pardcularly in the securities market, made large ivith- 
drawals on their cash surrender values. Nevertheless, most' 
of them probably continued to pay their .nnnijal premiums, 
out of cuiicnt income. In general, the more steadily e-n- 
ploycd part of die population, who also hold the bulk of the 
insurance policies, are likely to continue to save at vei y nearly 
die accustomed rate and to cut expenditures on durable con- 
sumere’ goods and, to some extent, even on other consump- 
tion goods as income declines. The fact that they save a 
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larger proportion of their incomes in depression years as in- 
come derlines does not, however, in any way invalidate the 
Keynesian diesis that individuals tend to save a larger abso- 
lute amount when income again rises. Moreover, if we dis- 
regard the cyclical fluctuation of income and consider only 
a change in income status, it will usually be tnic diat some 
part of the net increiuent of income will be saved. Indeed, 
we can go much farther and assert with considerable confi- 
dence that noimally a larger proportion of a larger income 
rvill be saved. 


Business profits and losses are the volatile part of die na- 
tional income (income produced). Thus the net income of 
incorporated businesses and of unincorporated enterprises 
represented 25.1 per cent of total income in 1929, and only 
4.8 per cent in 1932. On die other hand, the compensation of 
employees, interest, net rents, and royalties, together consti- 
tuted 74.9 per cent of total income in 1 gsg and 95.8 per cent in 
1932. When, however, business savings and losses arc left out 
of the picture, and attention is concentrated upon the income 
receipts of individuals, a fairly high stability in the percentage 
distribution appears. 


The distribution of income receipts of individuals prop- 
city oivners, employed persons, and entrepreneurs cliangcs 
only modeiately in the cyde. Employed persons avenged, 
. in the more prosperous years 1929 and 1936-37, 66.2 per 
cent of the income receipts of individuals. In 1930-33, they 
received 64.5 per cent. Property oivners averaged 18.3 per 
cent in 1929 and 1936-37. In die depression years 1930- 
33 ey received 19,5 per cent. Entrepreneurs received ir.i 
per cent in Ae good years and i6.o per cent in the depres- 
sion years. Thus, there was a slight advantage in favor of the 

depression. More- 
•‘■xployed workers, the salaried penons fared bet- 
irage earners in the depression, but by loat; the 

lai^lv M drawing income 

lai^ely horn dividends lost g.ound, while those dependent 
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on interest gained. Dividends amounted to 7.6 per cent in 
1929-30, began to lose j^iound in 1931, and fell to an average 
of 5.3 per cent of total individual income receipts during the 
wont depression years. By 1936-37 the 7.6 level was again 
reached. Interest receipts gained in' die depression, rising 
from 6.7 per cent of die total in 1929 to 10.7 per cent in 
1932-33, and again falling to 6.9 per cent in 1937. 


Taw xxil 
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(summarizing the effects of shifts in income distnbuuon 
upon individual savings, it is probable *at interest receiven 
arc able to save more in depression, while dividend receivers 
arc compelled by low incomes to save less. Wage and salary 
earners who arc fortunate enough to re^n ciployment 
probably seek to maintain their savings. Some are able to 
inaeasc dieir savings, while others, by reason of propeity 
losses, reduction in earnings, and the n^essity of ^ 

to relatives, arc compelled to curtail ”0 

salary eamen who suffer unemployment are compelled to 

use up dieir past aci.umulauons.,i . • j- -j 1 

I On-balance, the flow of institutional and 
streams probably declines in deep depressions in which there 

iiFiou. Su.Vt, of CU..C1.I nusintsB, June, 1939- 
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is a severe fall in income^ In a moderate depression it is by 
no means certain that this is the case. At any rate, it appears 
probable fhat individual and institutional savings of the 
character refer led to above fall less tlian tlie aggregate in- 
coriie receipts of individuals. We know, however, tliat die 
aggregate realired savings of society as a whole decline rela- 
tive to national income when the aggregate income falls to 
low levels; and, conversely, rises proportionally more rapidly 
than income, at least until the income reaches a moderately 
high level. Since this relationship docs not appear to hold for 
a laige part of individual savings and individual income re- 
ceipts, the explanation must be sought mainly in the violent 
fluctuations of business profits and business losses. Business 
profits supplement individual savings in prosperous years, 
and business losses ofhet individual savings in depression 
years so as to produce violent swings in aggregate or realized 
savings. Thus, the ratio of aggregate savings to income is 
low in low income years and high in high income years, as 
revealed in our cyclical savings-incomc pattern. 

The attention of economists has recently been directed to 
the high stability of the per cent of value product of manu- 
facturing paid out to wage earners, despite violent fluctua- 
tions in output and prices. Payrolls = Employment X Wage 
Rates, and Value of Product = Output X Prices. In general, 
wage rates fluctuate somewhat less tlian wholesale prices, 
while employruent fluctuates more than output. Thus, the 
ratio of payrolls to value of product reinains relatively stable 
in spite of extreine fluctuations in income. It appears, there- 
fore, that the fluctuations in business profits are not mainly 
due to fluctuations in payrolls. Labor cost per dollar of 
sales rpiiiaiTi'i remarkably stable. The fluctuations in profits 
»e due mainly to the inability to adjust overhead costs to 
fluctuations in sales. 

men value of sales falls off (due to a combination of 
er me m unit price and quantum sold— botli more or less 
subject to contiol), the fnployer apparently is able, in gen- 
eml, to make sufficient adjustments so that payrolls remain, 
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for the economy as a whole, approximately a constant ratio 
of value of product. This relatively constant ratio is the re- 
sult of the interrelation of various factois. If in the face of 
a declining national income employers are confronted with 
rigid wage rates, tliey are then rcstilcted in possible adjust- 
ments to price changes, changes in output, changes in em- 
ployment, and changes in efficiency. If all employers are con- 
fronted with rigid wage rates, it may be expected that the 
national income will fall less titan would othenvise be the 
case, since rt'age receipts constitute so large a proportion of 
total income. If, however, wage rates are not rigid, income 
will fall more rapidly. On die other side, however, the em- 
ployer has available in these circumstances an additional 
method of adjustment, namely, tlie reduction of tvage rates 
in his particular shop. This reduction is his answer to the 
general tvage reduction and tire consequent further bill in 
income in the country as a whole. 

{The fluctuation in tlic ratio of aggicgate reahVed savings 
to' aggicgate income from depression to prosperity is mainly 
the result of large fluctuations in business profits and busi- 
ness losses. Aggiegatc income fluctuates more violently than 
tlie income receipts of individuak, and aggicgate savings fluc- 
tuate far more violently dian individual savings. Thus, ag- 
gregate savings fluctuate rvidcly in reladon to aggiegate in- 
come fiom depression to prosperity.,' 


The Consumplion Function and Unsatisfied Consumer 
Wants 

There is no evidence dial die cyclical consumption-income 
pattern has shifted, or is likely to shift in the near future, so 
as to ini-icase consumption and reduce savings. At the na- 
tional income levels reached in 1923-29. the wnsuruption- 
income ratio was 0.88. Again, as a relauvely high income 
level (price changes considered) rvas reached in J 93 ^ 39 > “e 
ratio once more stood at 0.88. These fibres, while incon- 
clusive because of a consideiable margin of cuor in the 



2^8 FISCAL POUCY AND BUSINESS CVCrP' 

original data, appear to support the thesis that it is not easy 
to achieve, except by very slow adjustments, a high con- 
sumption economy.^) 

c*It is not easy to solve the problem of full employment 
by raising consumption. It is true that there are untold un- 
filled consumer wants waiting to be satisfied. But it is not 
•possible to leap from this fact to tlie conclusion tliat iin- 
pmployed resources can, therefore, readily be absorbed in 
the consumption goods industries. The fact is that, at mod- 
erately high income levels, persistent institutional factors 
deteuiiine within rather rigid limits the ratio of consumption 
to income. The forces detei mining this ratio arc, in part, the 
distribution of income, habitual practices (strengthened or 
enforced by institutional aiiangcments) with respect to in- 
dividual savings, corporate practices with respect to deprecia- 
tion reserves and retained earnings, and finally the inevitably 
high amplitude, as output changes, in the fluctuations of busi- 
ness profits owing to the high proportion of fixed costs under 
modem production methods. 

The supeificial view that the persistence of vast unsatisfied 
consumer rvants is an answer to the problem of limited invest- 
ment outlets outlets inadequate to fill the gap fixed by the 
j:onsumption-savings pattern' overlooks the stubborn fact 
that this pattciii is, according to all the available evidence, 
a highly stable one. "it is not likely to be radically changed 
from one decade to another except by important modifica- 
tions in fundamental institutional aiiangcmcnts,)^Some of 
these changes can eventually be expected to take place auto- 
matically,;as for exarnple the cessation of aggicgale insurance 
savings once insurance coiupanies cease to giow and become 
relatively mature.'^Others will come only as a result of de- 
libeiate policy, such as the redistribution of income.''An in- 
crease in social benefits and a shift in the tax structure from 
consumption taxes to middle and upper-class incomes work 
in this direction. Some automatic adjustment may coutc 
through the persistence over several decades of a very low 
rate of interest, though it is by no means clear what the net 
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effect on savings may prove to be. The cuneat Uend to^vArd 
an increasing quasi-monopolistic control of the prices of fin- 
ished manufactured products threatens to yield a lower ratio 
of consumption to income. But whatever the net trend, 
whctlier tlirough automatic adjustment or conscious policy, 
there can be little doubt that no important shift in the con- 
sumption-income pattciit can be expected within a short 
period. IVe have to recognize tliat we are dealing here witli 
a function tliat is highly stable and is not easily changed. For 
tills reason it is ncc'*«s.nry, however much one may wish to 
emphasize consumption, to c.xplorc to tlie limit eveiy avail- 
able investment opportunity. Given a ceilain collective con- 
sumption-income pattern, it is quite impossible to achieve 
r<*asonably full employment without large investment out- 
lays supplemented witli public investment and with com- 
munity consumption expenditures. 

(■\Vith respect to the cycle, it is just because of the high 
stability of the consumption function that fluctuations in the 
rate of investment produce tlie business cycle. If, for example, 
tlie consumpUon function shifted up and down in inverse 
correlation to tlie fluctuations in investment, no i.yclical 
movement would follow from tliese fluctuations; 1 as invest- 
ment fell off consumption would fill the gap. Early invest- 
ment Q-clc theorists did not make this point expliat.” But 
tlierc rvas implicit in their reasoning the assurapuon that the 
consumption function was stable, or at least did not shift so 
as to offset fluctuations in investment. 


1. Ii is one of ihe important achU...ucnts of f 

fo..uulated OLpIldtly the role of the consumpuon funHon in cyde eo.y. 
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Appendix: A Statistical Analysis of the Consumption 
Function 

by 

Paul A. Samuelson 


AMONG the most sU Iking uniformities yet uncovered in economic 
data are the relationships between various categories of expendi- 
ture and family income. Their regularity is substantiated by studies 
which go back as far as tlie nineteenth-century investigations of 
Le Play and Engel.^ In fact, so strong are these income ejects tliat 
it is veiy HiflGcult to find empirically the influence of price, the 
variable customarily related to demand by the economic tlicorist. 

In recent years business qcle theorists have tended more and 
more to be of the opinion that investment is the strategic moving 
factor underlying fluctuations and dctcunining the level of the 
system. This view implies as a corollary that consumption expendi- 
ture should be related passively to income. This is a fundamental 
assumption not only of the Keynesian system (c. g., the doctrine 
of the multiplier), but of most otlier scliools as well. 

Recent statistical material provides the opportunity to test this 
relationship, and numerous attempts have been made. Tlirce gen- 
eral methods have been employed; * (a) the analysis of budgetary 
data, representing a cross section of the diffcient income levels 
at the same t,n,e: • (b) die use of time scries of national income, 
consumption, capital formation, etc.;* (c) more or less plausible 
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rough estimating of the numerical magnitude of the marginal 
propensity to consume, sudi as have been made by Kahn, Keynes, 
J. M. Clark, and otlicrs. It is quite possible that the estimates under 
Uiis Last heading are tlie most useful of all for policy derisions. 
Ncvcrdiclcss, it is im|K>ssiblc to appraise their validity by unan^- 
biguous statistical metliods; consequently, no discussion of them 
will be attempted here. 

However, recent data on national income provided by Kumets • 
suggest the possibility of utilizing tlie second method for a new 
statistical appraisal of tlie consumption function. A rudimentary 
discussion of the comparability of the results of methods (a) and 
(b) will be attempted, but this will not be heated in the exhaustive 
fashion it dcscn'cs.* 

ADJUSTMENTS OF OBSERVATIONS 

Kuznets presents national income produced and consumption 
outlay, cadi in attrent prices, for tlie years 1919-35. The first two 
years may be prciumcd to contain the anomalous effects of the 
first World War period and arc, therefore, exduded from thi« 
discussion. It would be very desirable to secure data for the five 
years which have elapsed since 1935, and K'lmets has presented 
elsewhere data for tlie first two of tlicsc years. However, the Na- 
tional Resources Planning Board has made provisional estimates 
of these magnitudes for the four years through 1939. While ad- 
mittedly tentative, and despite dieir lack of strict comparability, 
these were considered suflidcntly informative to be induded in 
tlie analysis. 

If dollar consumption figures are plotted against dollar national 
income figures for the nineteen years (see page 236), no simple 
relationship is apparent. Perhaps if the period were subdivided 
into the twenties and into tlic thirties, a linear relationship might 
be found for eadi half of the data. But these would differ, and 
the data for the whole period could be reprpsnnted only by an 
irregular curve with a definite tiiTst between tlie two levels. 

A correction would seem to be in order if a reversible analytical 

• S. Kuznets, National Income and Capital Fomiation, National Butcau of 
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relation-ship is sought rather than simply a historical description 
of past happpnings. Because of changes in prices, changes in money 
income and consumption are not the same thing as changes in 
real income and consumption. From economic theory and from 
obsfcivation, we should not expect to find an invariant relation- 
ship between money consumption and money income, regardless 
of the real levels which these represent. A doubling of all prices 
simultaneously would presumably leave eacli individual in the 
same position as previously; we should expect, therefore, no change 
in re^ quantities, abstracting from the dynamical effects of chang- 
ing prices. Unless a collection were made for price changes, it 
would appear that two tiiffereut observations on the consumption 
function were available, and that the marginal propensity to con- 
sume were equal to the avciage propensity to consume. Thus, if 
previously money consumption equaled national income (invest- 
ment being zero), and suddenly all prices doubled evenly, presum- 
ably money consumption would double as income doubled. This 
might be eiioneously inter preted to indicate a marginal propensity 
to consume of unity, when in fact only one obsei vation of the true 
real consumption function had been made, and no basis exists for 
infeiring the magnitude of the marginal propensity to consume. 

For the years before 1936, Kumets presents a deflated series of 
incoiue and consumption in teiuis of 1929 prices. The precise 
method of adjustment employed by him is a complicated one and 
could not be applied to the last four observations. Experimenta- 
tion sviA the data for the 1921-35 period showed, however, that 
simply deflating both income and consumption by the Bureau of 
Labor Statistics Wage Famer’s Cost of Living Index led to almost 
precisely the same relationship as that derived from the more 
complicated adjustment. Therefore, this terhnique was used on 
Ae whole senes, homogeneity for the whole period being prefer- 
able to greater exactness in the earlier years. ° ^ 

® to yield the 

TO^ulatSnTn’T-°“ Perfectly balanced Lensive 

^pulation giowth. in which each individual is exactlv as well off 
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tlic data upon a standardized or per capita ba^is. By the use of 
midyear census estimates tlie observations were adjusted to 'the 
igsg population level. 

These two corrections yielded a series of observations of United 
States tgsi-3g consumption outlay and national income pixiduced, 
each in terms of igsg prices and igsg population.i 


CONSUMPTION AND INCOME PRODUrm 


In Chart 12 is plotted the scatter of real per capita consumption 
against real per capita income. The corrected observations present 
a much more unified picture, the data being no longei divisible 
into two Iieterogcneous parts. Moreover, tJie scatter gives at least 
the appearance of linearity. Determining by conventional least 
squares technique tlie regiession of consumption on income, we 
found a constant maiginal propensity to consume of .54 (i.c., a 
multiplier of about 2.2) and a level of income at which savings 
would be zero of about 53 billion dollars. The closeness of fit as 
indicated by the Pcarsonian coeflicient of correlation exceeds + .g7. 

This is a high correlation, even for the field of economic time 
scries, where sizable correlations arc the rule. However, detailed 
examination of the data suggests that the deviations fiom the line 
of best fit are not randomly distributed. 

Therefore, we tested the hy^JOthesis that a secular trend may 
have been operating throughout the period. We resorted to mul- 
lipic correlation in "which time was included as a linear xactOT. 
Utilirinff only the prc-igsG data, a signifimnt improvexuent in fit 
resulted: the consumption schedule being shifted upward by about 
- billion dollars per year. The point of zero saving was still ^und 
60 billion dollam in 1929. but sliifting upward at a rate of some- 


t Without these ailiusiincnts the resulu fcould be not at aU cumparable yuth 
Iiudcctary studies. These wcic made as of constant prices, and relate to indiwd- 
ual and family decisions. Moicover, tium the standpoint of a revcSible reia- 
donsWn of^eLance to the problem of (s-iy) the eifcct of nenr mrntment 

Bcnditurc upon income, clearly population will not inufJ'e pan passu with 
pcnUiturc upon ’ ' cHminaiing price riwnges is, from 

this*laltc?po!nt of view, not so strong. It the price '’’’''.'’E® ** 

itila were rigidly related to rinnges in ini0..ie 

"nura" eeleris taribus relationship irith prices r=...oved may be an melerant 
oSrwe maTsiS rather the resultant of i« shifts. It is preri«rfy rons.derat.o« 
rmrs laucr^ji which wc should use ,0 justify our not mV.ng into account 
the effects of clianging distribution of incoioe. 
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thing less than .1 billion dollars per year. The inarginal proppp"!ity 
to consume was found to be only slightly higher, namely, .56: Le., 
a multiplier of s.s^. 

But, tivo considerations aigucd against the validity of the pre- 
vious multiple correlation analysis. When the last four obseiva- 
tions became available and were included in the analysis, there 
no longer appeared to be a sizable trend factor. The multiple regies 
sion coclTicicnt of consumption on time was not found to differ 
signihcantly in a sampling sense from zero; and the slight increace 
in Uic goodness of fit of tlic multiple regression over the simple 
rcgicssion was insuflicient to justify the introduction of a new 
parameter with a subsequent loss of one dcgiee of freedom. 

Besides, analysis of otltcr components of Kuznets’ study sug- 
gested an alternative explanation of the upsvard drift of consump- 
tion prior to 1936. This is explored in the next section. 


CONSOMI'llON, ACGRECATE INCOME PAYMENTS, AND ENiukPPJSE 
SAVING 


May not the secuLir trend discussed above simply be the reflec- 
tion of a variable whose influence can be explicitly appraised? 
More specifically, in the early tlrirtics income actually received by 
consumers, i. e., aggicgate income payments, exceeded national in- 
come produced by billions of dollars because of calculated business 
dissaving and goveniment dissaving (defidts).’ The reveise was 
true in ilic twenties. Tliis provides a possible explanation of rhe 
upward drift in consumption as compared to income produced. 
It is also in line witli experience and theory svhich suggest that 
individuals' consumption outlay should depend primarily upon 


income received. _ 

To dicck this hypothesis we plotted in Chart 13 consumption 
finaq prices and population) against aggregate income paymenU 
fdeflated as above for price and population changes), unng the 
data available through 1 935. The points lies almost upon a straight 

. mere has bcc. some contrmesy over the probim of the volume 

nf T«1 di«aviniB may not be ovt.olated because of rlnnges m values of m- 
Xtto business losses, and svhclher “>= volume of 

produced. 
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line, the cocflicicnt of correlation being almost + .g6. There is no 
noticeable drift toward inucasing consumption. This was con- 
firmed by multiple correlation analysis; the influence of n'lne was 
found to be insignificant and in the opposite direction to the 
previous trends. 

Thus, closer analysis suggests that tlicre was no inuease in con- 
sumption out of the same income received. The thirties’ in. . ,»»». 
in consumption compared to income produced sepme explicable 
on tlie giounds that corporations were saving less (dissaving), not 
dial less was being saved out of income received. 

Quite surprisingly, aggregate income payments ( = nadonal in- 
come paid out) varied less in this period than did consumption out- 
lay. Savings appeared at all levels of the aggregate income pay- 
ments. The marginal propensity to consume computed Loiu the 
elementary rcgicssion of consumption on income payments has the 
high value of .97. 

If SVC compute die maiginal propensity to consume fioui the 
rcgicssion of incoiue payments on consumption, sve arrive at the 
anomalous cocflicicnt of i.o6. This seems to indicate an unstable 
system in which the secondary cliccts of nesv expenditure svould 
be unlimited and cumulative. Actually, die leakages incident upon 
cntcrjjrisc saving induced by extra income svould serve to make 
die system stable and all secondary cITccis finite. 

This is illustrated in Chart 14 svhich shosvs total enterprise sav- 
ings (1929 population and prices) against national income pro- 
duced (1929 base). The simple correlation is + .91. A least squares 
calailation of the marginal propensity of total enterprise to save 
yields the vcj y high figure of -}- ^9. An increase of income produced 
of one dollar results in 49 cents of saving (or less dissaving). This 
accounts for most of the leakages incident upon net investment; 
as far as these data go, the leakages incident upon household sav- 
ings arc muclr smaller and possibly negative. 

Wliilc income received should be expected to be the dominat- 
ing dctcuiiinant of consumption, income produced but not dis- 
tributed might be expected to have some effect. In a perfect capital 
market where book and market values coincide, corporate earn- 
ings plowed back into the business would thereby increase in- 
dividuals’ equities and make them less anxious to save out of 
given income received. (Alternatively, individuals may rerkon their 
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true income as tliat produced, not that actually received, and 
svould, tlierefore, consume more.) Similarly, when dividends ex- 
ceed earnings (as in amortization o£ "wasting” mining proper Lies), 
not all income received may be regarded as true income out of 
whicli to dciciiuine consumption. 

In tlie real world we should expect the relationship between 
consumption and enteiprisc savings to be tenuous. By multiple 
correlation analysis an attempt svas made to evaluate the effect of 
sucli savings upon consumption for given levels of income received. 

The small triangles in Chart 13 show the net regiession be- 
tween consumption and income received for the level of entei prise 
saving in igag. Tlie "net" marginal propensity to consume is re- 
duced to An inucase in enterprise savings of one dollar 

increases consumption by approximately 23 cents; j. e., shifts the 
sclicdulc up by that amount. This seems plausible; while unre- 
ceived produced income has some effect upon consumption, such 
"dollars" arc only about one quarter as effective as dollars actually 
received. 

The following statistical magnitudes are included for possible 
furtlier exploration by others: 


Table XXTIT 


A. Means and Standard Deviations 


Xi Consumption (corrected) 
(millions of S) 

X, Income Produced (corrected) 
(millions of $) 

X, Agstegaic Income Payments 
(corrected) (millions of 5) 

X^ Total Enterprise Savings 

(corrected) (millions of ?) 

X, "Time” (years; 1920 = 0) 


Means of 

Standard 

Series f 

Deviations 

64,857.6 

6,286.23 

(65,490.3) • 

69,540.0 

ii,i53®9 

(70<934-5) • 

69.733-3 

6,207.84 

— 189.73 

6,019.13 

8.0 

4-3a 

(10.0) • 

(5-48) 


t Unless olh. ■ .vise indicated, all magnitudes are for the p..,:od igai-ss- 
• igsi-jg. 



ZBO FISCAL POLICY AND BUSINFSS CYCIF*! 

Table XXIV 

B. Coiielation Coefficients (i 9 Si- 35 > unless otherwise indicated) 


Xx 

X, 

X. 

X. 

Xi 

X, +.96 




( + . 97 )* 




X» -}- -96 

+ •92 



X, -f.79 

+ • 9 * 

-f-.yi 


X. -.29 

-.50 

+ • 9 * 

-f .91 

(— 05 )* 

(-.15) • 



• igsi-Sg. 





The sqtmre of the multiple conelation coefficient of consump 
tion on aggregate income payments and enterprise savings equals 
.95, and the square of the partial coefficient of correlation between 
consumption and aggicgate income payments equals .85. The 
analysis must be taken with a giain of salt because of the high 
inteicorrelation between the independent variables, income pay- 
ments and enterprise savings (5=-j-.y). This renders a precise de- 
tciinination of ^e respective weights of income and savings im- 
possible. An even higher inteicorrelation betts’cen savings and 
incouie produced (=.9) rendered meaningless multiple concla- 
tion analysis of these variables and consumption. 

In conclusion, the opinion may be ventured that the statistical 
observations bear out the expectations of tlieory except witli re- 
spect to the very sensitive relation of consumption to aggregate 
income payments. 





chapter XII 

PUMP-PRIMING AND COMPENSA- 
TORY FISCAL POLICY 


M onetary poHc)’ is an important iveapoQ svhich we 
cannot aEord to dispense tvitli in cyclical compensa- 
tory poliq. But it has severe limitations and must 
be supplemented witli other methods. This statement must 
not be interpreted to mean, however, that even a complete 
arsenal, involving all the knotvn weapons of attack upon 
the q’clc, is really adequate to stabilize a private enteiprise 
economy, While a program of positive action is necessary, 
and to a degice effective, Complete stability is, nevertheless, 
unattainable.) 

Cyclical fiscal poliq may be discussed under two heatogs; 
fint, a q'clically adjusted public spending progiam; second, 
a qclicaliy administered tax poliq. 

The poliq of public spending witli respect to the business 
cycle involves a consideration of "pump-priming," in the 
strict sense in which that teiin should be used, in contrast 
willi a poliq of public compensatoq spending as an offset 
to fluctuations in private investment. It involves, moreover, 
theoretical consideration of the Multiplier Principle and 
tlic Principle of Acceleration. It involves, in addition, a con- 
sideration of the types of expenditure most effective in 
view of the Multiplier and Accelerdiion principles as instru- 
ments to lift the national income, whether through pump- 
priming or through compensation. 

(jt is important to make a sharp distinction between the 
pump-priming concept and the concept of compensation^ 

*6i 
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Pjitnp-pi iming is not to be confused ivith compensatory spend- 
“g- 

{The teiiu "pump-priming” cames with it the implication 
that a ceiiain volume of public spending, varying under dif- 
fcient conditions, will have the effect of setting the economy 
going on the way toward full utilisation of resources on its 
oivn power without further aid from governmental spend- 
ingMt is not true, as has sometimes been suggested, tliat the 
piimp-priTTiing concept implies that only a very small amount 
of public spending will set the economy operating at full 
capacity. A pump may require much or little priming, de- 
pending upon a variety of conditions; and, similarly, tlie 
pump-priming concept Carries 'witli it no implication as to 
the amount of spending necessary, but only tlie implication 
that, whatever the amount required, sooner or later tlie econ- 
omy can opciate on its own motive power. 

({The Multiplier Principle has no necessary connection with 
pump-pilming.' It carries svith it no connotation with respect 
to whether the economy can function at full capacity sooner 
or later without the aid of govei ament spending.(lt involves, 
strictly speaking, only the notion that a given amount of 
public spending will have an effect upon the national income 
in excess of the volume of expenditures made. It involves the 
notion of a "multiplier,” but not the notion of a self- 
peipetuating mechanism which under noimal conditions 
has the capacity of operating under its oivn "steam.’O 
vj*iin^priming, fusing the teiiu in the strict sense indicated 
above; is intended to be a remedy for a temporary maladjust- 
ment which prevents tlie society from functioning in a nor- 
mal manner so as to recover from depression.'The economy 
needs to be shoved off dead center, so to speak, in order to 
resume the noii.ial movement from crisis and depression to 
revival and recovery.t It may be that the missing spark is a 
maladjubluient in the cost-price structure,', whicli rigidities in 
the system make it difficult to overcome witliout the applica- 
Uon of a special remedy. In this case, public expenditures 
may have the effect of temporarily increasing income and 
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output in tlie depressed areas theieby farilitating a readjust- 
ment of tlie price structure torvard a more nomial relation- 
ship. It may be that the missing spark is lack of confidence 
on tlie part of business entrepreneurs/ owing to the depress- 
ing effects of contraction. A given volume of public e.\pendi- 
turcs may, however, start activity in an upward direction and 
encourage people to a less pessimistic and truer view of fu- 
ture prospects. It may be tliat the accumulation of replace- 
ment needs owing to depreciation and obsolescence has 
reached a point very favorable to larger capital expenditures, 
or tliat tlie accumulation of innovations with respect to new 
products and new techniques lias reached a point favorable 
to new investment.^’ But tlicse investment possibilities may 
await a dctci mined and vigorous leadership behind which a 
host of timid entrepreneurs are ready to follow. Such leader- 
ship, however, may for many reasons not be forthcoming 
fiom private entrepreneurs, but may require govciament ac- 
don.CUnder tlicsc conditions, pump-priming may prove veiy 


effective.) 

Question may be raised how far the situations just cited 
arc realistic descriptions of actual conditions. Such situations 
doubtless do more or less prevail in different depressions, 
varying from country to couniiy and from one cycle to an- 
otlier, but tlieir importance is difficult to appraise. 

The concept of "pump-priming” is different from ‘.^com- 
pensation”''in tliat the latter connotes no implications with re- 
spect to setting tlie system going on its own momentum. The 
latter concept, strictly conceived, implies merely that pub- 
lic expenditures may be used to compensate for the derlme 
in private investmenOwliat is the order of magnitude of 
the effectiveness of tlie compensation is not in question. A 
policy of compensation may be said to accomplish its purpose 
even diough the public expenditures do not succeed in bring- 
ing the economy to full recovery. It may be said to be suc- 
cesful even though it succeeds in achieving a nse “ 
tional income no greater than the volume of exp“di 
mnde.{lt accomplishes tlie purpose intended, at l«.st m a 
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mpasure, in so for as it succeeds, whether applied in the pe- 
riod of depression and contraction or in the period of up- 
swing, in lifting the income higher than would have been the 
case had these expenditures not been made. The expendi- 
tures are intended to compensate in some measure for the 
inadequate volume of private investment 


The Leverage Coefficient 

Expenditures made, whether with the intent of priming 
the pnmp or the intent of compensating for low private in- 
vestment, mayj however, opeiate with magnified effect. The 
force of earh dollar spent may turn out to have a consider- 
able leyeiage. Thi.s leverage may opei'ate in one of two direc- 
dons. ' An expenditure may have secondary effects (a) upon 
consumption expenditures and (b) upon private investment 
expenditures. The secondary effects of a given volume of 
public expenditures upon consumption are in the current 
liteiature usually discussed under the tenu “Multiplier Prin- 
ciple, while the secondary effects upon private investment 
are refened to under the teim "Acceleration Principle. ’^This 
teiMiinology is, of course, quite arbitrary, since the initial 
expenditures may be regarded as having raised the national 
income by a "multiplier" or may be thought of as having 
an acceleidted effect” on the income. To avoid confusion, 
the coefficient which must be attached to the initial incre- 
ment of expenditure in order to raise this increment to the 
maemental increase in the national income may be termed 
Ihe leverage." (The leverage coefficient, therefore, in itself 
indicates nothing with respect to whether the secondary ef- 
fects opeidte through consumption or through investment. 

eff^tLTT Multiplier Principle, or the 

Principle, or a combination of both. 
Where it is desired to segregate the two, the "multi- 

ThlT"®" and "acceleration leverage” may be used.) 

Theleveidge coefficient may. of course, apply to both pump- 
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piiming expenditures and compensation expenditures. If a 
leveidgc coeflicicnt is, in fact, applicable to pump-priming 
expenditures, it is clear that the volume of necessary expendi- 
tures is thereby less than would othei wise be the rase. Simi- 
larly, if a leverage cocilicient is applicable to compensation 
expenditures, it is clear that the desired increase in the 
national income can be achieved by a smaller volume of 
initial expenditures. It is, of course, clear that the distinc- 
tion between pump-priming expenditures and compensation 
expenditures is simply a matter of the intent with respect 
to what it is sought to acliieve; or after the event one may 
conclude what, in fact, ivas the effect pf a given volume of 
expenditure whether, in feet, tlie pump was primed or the 
effect was merely to compensate for the time being for cur- 
rent low private expenditure. Looking back over the ex- 
perience after die event, it may, of course, turn out that 
neidier effect w-as achieved. The expenditures might (a) feil 
to have any effect on die nadonal income; (b) have an ex- 
clusively compensatory effect upon the national income; or 
(c) have a compensatory effect plus a pump-priming effect. 

This brings us to a more detailed consideration of the 
Multiplier and Acccleradon Principles. The Multiplier Prin- 
ciple, as we have just indicated, has to do ivith the secondary 
effects of die governmental expenditures upon consumption 
expenditures and, therefore, upon income and employment, 
while the Acceleration Principle has to do with the induced ef- 
fects of the govemmcntal expenditures upon private invest- 
ment and, diercfore, upon income and employment. 


The Multiplier 

The Multiplier Principle, applied to fiscal policy, relates 
an inclement of governmental expenditures to a consequent 
increment- of consumption expenditure. Let us 
a billion dollars is expended on public works. The bilbon 
dollais of new funds poured out into the community is re- 
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ceivcd by die contractors, xvho, in turn, pay ont a pan in 
ivagcs and salaries, a part in dividends.* a part in the pur- 
chase of niaterials from inaniifaciiircrs, and a part in the 
purchase of materials from rasv material producers. These, 
in turn, similarly pay out a part in wages and salaries, a part 
in dividends, and a part in finished, semifinished, and raiv 
materials. Tlie Multiplier Principle is, however, concerned 
exclusively with the effect of die initial expenditure on con- 
sumption, and is, therefore, peculiarly concerned with the 
effect of such expenditures upon the receipt of wages, .val- 
arics, and dividends. It is clear that it is highly iinprobahic 
diat the full billion dollars spent by the goveniment will 
materialize down tfirough the various stages in a billion dol- 
lars of svages, salaries, or dividends. The reason for this is 
that many entrepreneurs in the various links in the produc- 
tive chain trill supply the goods sold from stock, will convert 
inventories into idle cash balances, or pay off bank loans and 
other debt obligations. Moreover, even though they supply 
their sales from current production, they will use a part of 
their profits not to pay dividends, but to accumulate c.xsh 
or to pay off debts. Thus, it is clear that the billion dollars 
spent by tlie government on public svorks docs not all ma- 
terialize in income for individuals, whether wage canters, 
salaried employees, or stockholders, A part of the funds is 
diverted from becoming a part of the income streant by being 
drained off into idle balances or debt cancellation. 

In a similar manner, the enlarged income of individuals 
flotring from the governmental expenditttre and public works 
—the increased income in av.agcs, salaries, and dividends — 
is not all used for consumption expenditures. The part iliat 
is not expended on consumption goods is saved. Such savings 
may be used eitlicr to pay off debt, held in idle balances, or 
used for financial investment in mortgages, securities, life 
insurance policies, and the like. It may, of course, be true 


sFor our pur,,05>-> here the knu “dividcnili" 1» umleniooil to Indiitte Uivi- 
“I* pattnenhip profiu or indivliluaj proprictonhlp profiU. 

wnitt m this loi... of business otsanitation would be the equivalent of divi- 
oenos in a corporation. 
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that in ccilain cases the individual ivill directly expend hi< 
savings on real investment in a house, £aiia equipment, or 
other investment goods. In this latter case it will be seen 
tliat sucli an individual is peifomiing a dual function. On 
the one side, he is saving a part of the income and, on the 
other side, he is simultaneously making a purrhase of real 
investment goods. As far as the Multiplier Principle is in- 
volved, we are concerned only tvith the saving function, and 
we shall regard his real investment purrhaues as quite in- 
dependent, just as though they were performed by another 
individual. 

To repeat, die initial billion dollars of private investment * 
or government outlays on public works does not all eventuate 
in consumption expenditures. A part is drained off direedy 
by die entrepreneurial units engaged in the productive proc- 
ess in debt payments and in idle balances, and a part of 
diat paid out to wage earners, salaried employees, and divi- 
dend rccipicnu is saved. Tims leakages, whether in the foim 
of debt cinccllation, the hoarding of idle balances, or finan- 
cial investment, occur down the entire line of business units 
and individuals engaged in the private investment or public 
works project. The magnitude of these leakages deteimines, 
in the final analysis, what the secondary effects of the initial 
expenditures will be upon the volume of consumpdon ex- 
penditures. 

The ultimate effects of the initial billion-dollar investment 
or public works expenditures upon consumption, of course, 
do not stop at tlic stage we have reached in our analysis. The 
individuals participating in the private investment or public 
works project decide to spend a portion of the new income 
they have received in consumption purchases. Thus, we 
have reached tlie first stage in tracing out the secondary con- 
sequences of investment or public works expenditure upon 
consumption. The expenditures made on consumption goods 

*Thc initial expenditure which op^-tes through the mmulative pioc™ to 
raise the national income may, of course, be independent or i.i,ontaneous pn- 
vatc investment, or it may be goveinmmtal expenditures. 
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now set in motion a new productive process necessary to 
supply these consumption goods. The funds thus expended 
again seep down through an entire productive process. Agaii^ 
a part is not paid to wage and salary •*anicrs. or dividend 
recipients, but is sidetracked in the fonn of debt cancellation 
and idle balances; and, again, a part of the income received 
by wage and salary earners and dividend recipients is shunted 
off into savings and utilired for repayment of debt, held in 
idle balances, or used for financial investment 

This process continues indefinitely into the future and 
may be repiesented by the diagiam in Chart 15 which shows 
tlie successive consumption expenditures flowing from an 
initial private investment (or public works expenditure) of 
$500 millions each consumption expenditure being smaller 
than the preceding volume of purchases by the amount of 
leakages involved. 

What these leakages actually are in any given situation 
can, of course, be determined only by statistical investigation, 
though ceil a in a priori judgments may be made with respect 
to their probable quantitative importance. Keynes has as- 
sumed that in England the leakages in a period of relative 
depression probably amount to 50 per cent, so that each suc- 
cessive expenditure is 50 per cent lower than the preceding 
one. J. M. Clark has argued that under American conditions 
the leakages are probably 33% per cent, so that each succes- 
sive expenditure is tivo thirds of the preceding one. This 
was also the rough guess of Keynes witli respect to American 
conditions. 

A point needs to be made with respect to the aveiage pe- 
riod of time inteivening betiveen these successive expendi- 
tures. Distinction must here be made between the aveiage 
time inteival between successive consumption expenditures, 
hcie under consideiation, and the aveiage time interval in- 
volved in the income velocity of money. In tlie case of tlie 
latter, it is clear that, if the income velocity per year is three, 
Ae avera^ time interval between tlie point at which a dollar 
becomes income for someone and die point at which it again 
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Chart 75 . 

Consumption Expenditures Induced by Single Investment 
Expenditure 
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becoines income for someone, as it passes through the whole 
circuit of production, must be four months. Here it is a ques- 
tion of the length of time that it requires on the average for 
a dollar to pass from one income recipient to another. This, 
however, is not the time interval involved in the ease of the 
Multiplier analysis. In this latter rase, the time interval is 
the average interval between the successive consumption ex- 
penditures. The average income velocity time interval might, 
for example, be four months, whereas the time interval be- 
tween the successive consumption expenditures involved in 
the Multiplier analysis might well be two months. 

( Distinction must be made also between the average time 
mleival and the marginal time interval with respect to the 
income velocity period and the Multiplier period?JThe mar- 
ginal income velocity refers to the velocity of the last in- 
uement of money injected into the system, and this might 
be higher or lower than the average velocity. Accordingly, 
the income velocity period would be correspondingly raised 
or lowered, as the rase may be. The marginal Multiplier pe- 
riod, however, refers to the time interval of the new incre- 
ment of consumption expenditures flowing from the initial 
outlay, and this might vary for many rrasons (particularly the 
economic groups affected) considerably from the average time 
interval for consumption expenditures. Clark assumes that 
the average time interval for the new consumption expendi- 
tures (namely, the marginal Multiplier time interval) is two 
months.* 


This may be illustrated as follows; Suppose a billion dol- 
lars new money (deposit currency) is injected into the system 
through government borrowing. Assume the leakage to be 
60 per cent. Thus, in the next "marginal Multiplier” period 
(say, two months) 5500 millions would be spent on consump- 
uon. In another two months $250 millions, and in still an- 
othCT $125 millions, etc. After twelve months have passed, the 
initial expenditure will have added a total of $1,984, 125,000 


hVrh inteip-et-tion, to which, howcver, Clark might not 
agrCc* bee nis The Peonomtes of Public JVorks. ® 
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to the national income via the functioning of the Multi- 
plier principle. But all this tells ns nothing about the mar- 
ginal income velocity of the new money. New investment may 
have been made partly by r^acon of the increase in consump- 
tion (Acceleration Principle), and partly by reason of quite 
independent investment projects springing Lorn the develop- 
ment of new industries and the like. Thus, it is quite conceiv- 
able that in a single year, after tlie new money ivas injected, the 
national income had increased by an increment of $4 billions. 
Thus, tlie marginal income velocity of money would be four, 
and the marginal income period would be three months, 
while the Multiplier time interval we assumed to be two 
montlis. 

There remains to be considered the relation of the mag- 
nitude of tlie leakages to the magnitude of the Multiplier 
and to determine on the basis of tlie assumed conditions how 
far tlie level of the national income will be raised as a result 
of (a) a continuous flow of govemmental expenditures or 
private investment of a given magnitude, and (b) a single 
injection of expenditures of a given amount. 

The former is illustrated by Chart 16. Here we ^sume 
that the goveniment (or private investment) pours out in each 
period (dctci mined by the marginal Multiplier time interval, 
say, two montlis) I500 millions. From the chart it trill be 
clear tliat, if tlie leakages are of a magnitude of 33% per 
cent, tlie income will presently after a lag be raised (through 
tlie continuous expenditure of §5°® millions) by $1,500 mil- 
lions per period. Thus, the Multiplier is three in the sen-se 
that the national income is lifted by three times the amount 
of the private investment or goveinmental outlays. The second 
case is illustrated by Chart 15, whiclishoivs the effect upon sul> 

ire of $500 mil- 
cl#“ar that all of 
initial expendi- 
eqnal twice the 
)f the net addi- 
the initial ex- 


sequent national income of a single expenditi 
lions. If the leakages are 33% per cent, it is 1 
tlie succeeding expenditures flooring from the 
ture summated over all future time would 1 
initial expenditure, and that the sum total ( 
tion to the national income resulting Lom 
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pcnditurcs of $500 millions would be $1,500 millions. In 
tliis sense also, then, the Multiplier is tliree. 

In point of fact, in botli cases it is impossible to know 
precisely what the exact value of tlie Multiplier is, even 
though one knows the magnitude of the leakages cunently 
experienced. This is true for tlie reason that one can never 
know what the magnitude of the leakages will be over all 
future time. It can readily be seen (Chart 16), however, that 
tills point is of no great practical significance, since in a veiy 
few periods, given fairly high magnitudes of leakages, such 
as 50 per cent or 33% per cent, the national income ap- 
proaches rapidly the asymptote which, strictly speaking, could 
be reached only at an infinitely future date. Similarly, with 
tlie injection of a single investment outlay or govciumental 
expenditure (Chart 15), the secondary inaease of the na- 
tional income quickly approaches the limit reached at an 
infinitely future date. Tlius, while in the former case the 
income level would eventually rise by $1,500 millions per 
period, after six expenditure periods it would already have 
approximated tliis figure; and, similarly, in the second case, 
the secondary additional income would after six expenditure 
periods approximate the $i billions additional income which 
an infinite progression would yield. 

From tlie diagums and analyses given above it is clear that 
the Multiplier is high if the magnitude of the leakages is 
low, and vice versa. Indeed, if the leakages are zero, the 
Multiplier is infinity, and if the leakages are 100 per cent, the 
Multiplier is unity. This latter case means that there are no 
secondary effects on the national income from the initial 
expenditure. Thus, tlie magnitude of the Multiplier can be 
suited in teiius of die marginal propensity to save, or con- 
versely die marginal propensity to consume, as ^ 

done L his General Theory. The magnitude of the leakages 
is deteriijined by die portion of the marginal income whiA 
is not used for consumption expenditures, or, in other words, 
is saved. Thus, if die percentage saved is zero, the 
is infinity. If die fraction which is saved is one tenth, the 
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Multiplier is ten; if one fiftli, five; if one third, three; if 
one half, two; and, finally, if 100 per cent is saved, the Multi- 
plicr is one, and, similarly, for inlcr^’cning points. The Multi- 
plier is tlius tlie reciprocal of tlic marginal propensity to save, 
which deteiiiiincs the ratio of marginal saving to marginal in- 
come received. The Multiplier can equally well be stated in 
terms of tlie marginal propensity to consume. The Multiplici 
(K) stated in tcims of tlie marginal propensity -to-consumc 

fdiiiiula K = 1 — AC. 

(AYl 

From Charts 15 and 16 it is readily apparent that the in- 
come will not remain at the new high level reached unless 
the private investment or governmental outlays continue to 
be poured out in a continuous stream. As soon ,ts the gov- 
ernmental expenditures arc wiilidrawn, tlic income again 
falls to its previous level. This phenomenon is in no sense 
a peculiarity of governmental spending, but is equally true 
of private investment expenditures. 


The Acceleration Principle 

Thus, tlie Multiplier Principle concerns exclusively the 
effect of private investment expenditure or governmental ex- 
penditure, as the case may be, upon subsequent net additions 
to consumption expenditure. The Acceleration Principle, to 
which we now turn, concerns exclusively the effect of a net 
incTPise in consumption expenditures upon induced invest- 
ment expenditures. If we are to measure the full effect of 
private investment expenditures or governmental expendi- 

we must take account 
of both tire Multiplier and die Acceleration Principle; we 

consumption, but also the effect of the sub- 
consumption upon investment induced 
by increase m consumption expenditures. 

de^iminSbv tbl investment expenditures is 

cleteiunned by the volume of consumption expenditures. In 
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the event tliat consumption expenditures remain constant, 
no new investment expenditures are induced, but only a 
given volume of replacement. In the event, however, that 
consumption expenditures rise, the net increment of con- 
sumption may induce a given volume of additional invest- 
ment. This will occur even before existing equipment is fully 
utilized. If we start from the bottom of a depression, a rise 
in consumption expenditures is likely to induce a laigei 
volume of replacement expenditures in the old, established 
industries. This follows from the fact fbat during depression 


depreciation allowances are not fully expended, and recoveiy 
tends to restore replacement to a normal level. If the in- 
creases in consumption expenditures occur in new lines, a 
given volume of new investment ivill occur, even though in- 
dustry in general is still depressed. Thus, it is by no means 
easy to deteimine precisely in what degree a rise of consump 
tion expenditures from the bottom of the depression affects, 
on the one side, replacement investment expenditure, and, on 
the other side, new investment expenditures. Statistical in- 
quiry (see Kuznets) does, however, reveal rhat a rise in con- 
sumption expenditure from the bottom of the depression 
brings about a veiy smooth rise in gioss investment, and 
there appears to be no point in the upswing at which one ran 
clearly demarcate replacement investment expenditures fiOiu 
new investment expenditure; nor is there any sharp break 
in the gross investment expenditure curve, such as might be 
implied from an overemphasis on the effect of reasonably 
full utilization of existing equipment upon new invetment, 
as consumption expenditure continue to rise. 

The magnitude of the "Accelerarion leverage -we are 
here precluded by the cuiient tm.ninology from using toe 
term "multiplier,” since that is reserved, as we have seen, for 
a sperial rase will depend upon the concrete rharacter of 
the new consumption. Certain types of consumption goo^ 
involve in their production virtually no capital equipment 
while others require a very high ratio of capitol to urn 
of output. Thus, the "Accelemtion leverage cannot be de- 
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teiiuined on a priori grounds, but must be detei mined by 
investigation of the actual character of tlie new consumption. 
In general, we know that the average ratio of manufacturing 
capital to value added is about two to one.* It by no means 
follows, however, that the marginal increments of income 
will require this ratio of capital to output. This ratio would 
vary with the different phases of the cycle and with die char- 
acter of the new consumption purchases. 

In the rhagiam below we have arbitrarily assumed, by 
way of illustration, rhat the ratio is unity. In this diagiam 
we have sought to show the effects of both the Multiplier 
Principle and the Acceleration Principle, in order to dis- 
close the combined effects of both in magnifying the national 
income.* 


The Cumulative Process 


The diagiam (Chart 17) is constructed in the follotving 
manner: It is assumed that private investment or net income- 
creating goveiiimental expenditures of $500 millions arc 
made in each "muldplier" period. The black blocks repre- 
sent the magnitude of new private investment or goveiii- 
mental expenditures made in each successive period. The 
white blocks represent the total induced consumption ex- 
penditures for each period (over and above the basic income 


< National Industrial Conlbcitce Board, Studies in Enterpt ise and Soeia' 
Progress, 1939, pp. *18, !>to. 

“It may be noted that, wbatcva the Acroieration cociGdent, the ratio oE 
total invi'-iiuent to consumption will be the same. This follows Ciuui the fset 
that the induced investment (if any) will on its part induce, in turn, consump- 
tion expenditUiCs, aucoiding to the value of the multiplier. IE the multiplier 
is iwo, any initial invcalment will induce an equivalent consumption, and 
•imilarly any induced invesfmpnt. Thus, whatever the ratio of initial invest- 
m,»nt to induced investment, the ratio of total investment to total consumption 
^oth that induced by the initial investment as well as that induced by the 
indu^ investment) will be unity, if the marginal propensity to consume is 
one haiF- Hence, though it is not possible to dilftiCiitiaie the total in- 

tuuiponent parts — independent and 
m P®**'**'® ascciiain, in the statistical relation of investiuent 

">=<Tginal propensity to consimie. and so the mol- 

upucr iCvcidge* 
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already prevailing when the experiment is started). The 
shaded areas represent the increments of private investment 
which are induced by reason of tlte net increase in consump- 
tion in the current period. 

It is clear from the particular assumptions here made that 
the income at first rises much more rapidly than was the 
case when the Acceleiation Principle was not taken into con- 
sideration, but it soon begins to fall,® unlike the situation in 
Chart 16 where the Multiplier Principle alone was con- 
sidered. It will be noted that the income curve fluctuates up 
and down with diminishing amplitude around precisely the 
level established in Chart 16. That is to say, the addition 
of the Acceleration Principle to tire Multiplier Principle does 
not, in this rase, affect the ultimate level of the national in- 
come but only the intervening path tlirough 'which the in- 
come moves. This somewhat paradoxical result follows from 
die fact that the process of creating additional consumption 
^ods is, in our modeni economy, an indirect one and in fact 
involves, once the consumption increase approaches tire 
asymptote, merely the continuous replacement of capital 
goods. 


Alew investment is in no way affected by tire level of con- 
sumption expenditures, but only by changes in die level of 
consumption. When consumption rises and falls, replace- 
ment and iiew investment expenditures are thereby affected, 
but the basic level of replacement expenditures is determined 
by the level of consumption. Wlien consumption rises from 
a more or less established level to new high levels, new in- 
vestment IS stimulated via the Acceleration Principle; but 

once consumption ceases to rise, new investment is no longer 
necessary. ° 


di noted that the conclusions draim above are 

Suomi It is. therefore, necessary 

to inquire into what the situation would be were Uie condi- 

tUsinvfei.MPnt begins ts-iiendilures begin to dedine, 
invtatment is iadurert ^ doUnts^ one million dollars of dis- 
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lions different Irom those illustrated in the figure. Various 
model sequences, with given values of the Acceleiation lev- 
eiage and the marginal propensity to consume (from which 
the Multiplier leverage is derived) ran be developed.^ The 
Acceleration coefficient is here designated by the notation 
“§i" and tlie marginal propensity-to-consume by “o.” In the 
table on page 280, four selected values for these coefficients 
are assumed. Each pair of values results in a certain sequence 
of national income figures under die conditions assumed. In 
Column I (where o = 0.5 and fi = o) we have the case already 
shoivn in Chart 16 above wheie account is taken only of the 
Multiplier Principle. It is, however, of interest to include 
it here, since it tlien becomes merely a special case of the 
more general analysis. In this case there are no oscillations 
and die income approaches progressively an asymptote. In 
Column II oscillations in the income develop, and it turns 
out that these are quite regular in character. In Column III 
the oscilladons fluctuate ivith an incieasing amplitude 
around an average value. In both these latter cases the av- 
erage value, around which the oscillations occur, are equal 
to the asymptote which the income approaches when the 
Multiplier alone is taken account of or the Acceleiadon Co- 
efficient is equal to zero. In the last column (IV) no oscilla- 
tions occur, the behavior being "explosive upward approach- 
ing a compound interest rate of giowth." 

These columns give four selected pairs of values for a and 
p. But it is necessary to inquire whether other values would 
give still different types of results. The algebraic analysis 
made by Mr. Samuelson, however, reveals that these models 
cover all the different possible qualitative types of bphavior, 
though the quantitative results vary, of coiirse, with the 
values chosen. Thus, the whole field of possible values of 
the coefficients can be divided up into four regions. These 
regions arc plotted in Chart 18. Each point in this diagiam 

t See the article by Paul Samuolwii, "Interactions Bctwcci, the Multiplier 
Analysis and the Principle of Acceleration,” Review 0/ Econonuc Statisties, 
May, 1939. 
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Table XXV 


Model Sequences of National Income for Selected Values of 
Marginal Propensity to Consume and Acceleration Coefficient 

(“a” = Marginal Propensity to Consume; 

"/S" = Acceleration CoeiTidcnt) 



I 

n 

111 

IV 


a= .5 

a— .5 

a= .6 

a= >8 

Period 

/S = 0 

/S = 2 

)3 = 2 

jS =4 

1 

$1.00 

$1.00 

$1.00 

$1.00 

2 

1.50 

2.50 

2.80 

5.00 

3 

1-75 

3-75 

4.84 

17.80 

4 

1-875 

4.125 

8-352 

56.20 

5 

1-9375 

3-4375 

6.6256 

169.84 

6 

i.g688 

2.0313 

h-V>2n 

500.58 

7 

1-9844 

-9141 

2-5959 

M 59-592 

8 

1.9922 

— .1172 

— .6918 

4,227.704 

9 

1.9961 

.2148 

— 3-3803 

12,211.1216 


represents a ceitain value for a and p. For each point a modal 
type sequence of national income tlirough time can be de- 
temuned. These types correspond with the four sequences 
illusliated in the table above. 

In Region A the value for the Acceleiation coefficient is 
relatively small, though not necessarily zero. It represents the 
type illustrated in Column I. Here the national income ap- 
proaches an asymptote, the value of which is ^ (mother 

“MultipUer") times the gove.i.menml expenditure 
wS Wh“ successive period plus the original income 
level, menever the expenditure c^ses. the national income 
mils to the onginal level. 

® “c^llatory movements of the national 

amoacSTa“ These movements g.adually 

dSrnt,e?v^!."r'' established by the Multiplier Prin- 
apie. namely, the ongmal income plus the goveinmental ex- 

penditure times the Multiplier - * 

(i — o) • 
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In Region C increa<!ing os^iiiatory moveinents develop 
around an asyniptote equal to that which would be estab- 
li'ihed when the Multiplier alone is considered. The possible 
values of the coefficients at different points in this Region 
give results conesponding to the type illustrated in Column 
III. 

In Region D we observe large values of both the marginal 
proppTisity-to-cons'mie and the Acceleration coefficient. The 
range of values of the coefficients in this Region give ever- 
increasing national incomes, eventually approaching a com- 
pound interest rate of growth. These results correspond to 
the type illustrated in Column IV. This situation is a perfect 
example of a never-ending oimulative process of expansion. 
Investment stimulates consumption, and consumption, in 
turn, stimulates investment, and this inteiaction proceeds 
ad infinitum. If peuiiitted to continue tvithout check, it also 
illustrates the rase of asUonomical inflation. 

It must, however, be noted that the analysis we have given 
above is based on very simplified and unrealistic assumptions 
wiA respect to the relation of consumption and investment 
It is well Imown, particularly by rea.son of the work of Kuz- 
nets and Tinbeigen, as well as the earlier work of J. M. Clark, 
that ^e simplified conditions usually assumed when the 
Principle of Acceleiation is under discussion are rarely valid 
in the acttial world. When more realistic assumptions are 
inUoduced, it is clear that the effect of nesv consumption 
upon investment is a veiy complex and uncertain one. In the 
actiia world the replacement of capital goods is not a rigor- 
ous proportion of the existing stock of such goods. Replace- 
ment dPTuand varies not only svith the size of the capital 
stock, but also with its age composition, with changes in the 
me penod and obsolescence, and many other factors. The Ac- 
celerauon coefficient varies, moreover, with the degree of 
capadty and many other considerations 
inveumpnr^Tuf'^’''^— entrepreneurs with respect to new 
noinr of t,! ns, it is a mistake, at least Lom the short-mn 
P of view, to place too much emphasis upon the Principle 
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of Accclciation. Probably its most useful application to the 
actual world has to do with the effect of tlie growth of a new 
industry and the growth of population. Here the Principle 
of Acceleration appears to apply with great force. During 
tlie period of rise of a great netv indusUy a vast amount of 
new investment is stimulated directly and indirectly, and 
when die industry reaches a plateau, all diese related in- 
vestments disappear, and there remain only replacement in- 
vestment expenditures. 

Conclusions 


Certain extremely important conclusions follow fiom an 
examinadon of the operation of the Multiplier Principle and 
the Acccleiddon Principle. These may be summarized as fol- 
lows: 

1. New investment, except for sbort-run fluctuadons in 
the volume of consumpdon expenditures, and except for veiy 
high values of the Muldplier and Acceleradon coefficients, 
is not affected by die volume of consumption expenditures. 
Thus (widi die e.\cepdons noted), as far as any long-teiui 
effect is concenicd, the level of consumpdon in no way af- 
fects die level of new investment. A fiiiu giasp of this funda- 
menhil conclusion must minimize vciy much the pracd^ 
significance of the Acceleradon Principle. Replacement in- 
vestment expenditures are obviously not to be rounted at all 
as a constituent element in the size of the national income, 
since it is already incorporated in the consumption figures. 
The value of consumpdon, of course, consists of the cost of 
produedon of such goods, including the cost of replacement 
of die capital goods required to make the consumption goods 
in quesdon. The level of consumption deter, .lines the vol- 
ume of replacement investment expenditures. Net invest- 
ment, however, is a function, in the short run, of changes 

in the level of consumption. - .t, „ 

2. There is, therefore, no possibility (except for toe case 
of high leverage values) of raising the income to higher and 
higher levels by the process of lifting yourself by your boot- 
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straps via the inteirelation of increased consumption and in- 
creased investment in the familiar expansionist process. In- 
stead, as we have shown, the Accelciation Principle, except 
for temporary fluctuations and the special case of high lev- 
erage values, has no effect in lifting the national income at 
all. The national income can, tlierefore, in the long run and 
in the noiuial case not rise, contrary to commonly accepted 
but clearly supeificial’ views, by reason of an induced invest- 
ment springing from an induced rise in consumption. 

3 . The volume of consumption can be increased, in so far 
as unemployed resources are available, by net private invest- 
ment induced by factors, which we shall presently discuss, 
having no relation whatever to the current level of consump- 
tion, or else by governmental expenditures involving tlie 
use of nerv funds and, therefore, not abstracting from tlie 
current level of consumption. How high consumption can be 
pushed by given increments of private investment expendi- 
tures or of govciiimcntal expenditures depends upon leak- 
ages (which are detei mined by the propensity to save), as ex- 
plained under the Multiplier Principle. But the new higher 
level of consumption rapidly falls to its foimer level unless 
the net private investment outlays or tlie governmental ex- 
penditures are continued at a constant level. 

4'^ At a given level of income, consumption equals income, 
or, in other words, the average propensity to consume is 
equal to one. At this level of income, and at tliis level alone, 
a pven volume of consumption expenditures is self-perpetu- 
aung, and income tends to be maintained at a constant level. 
If income produced temporarily falls below consumption, the 
pp between the two represents disinvestment. But this situa- 
Uon tends toward a neiv equilibrium at which income pro- 

uo n,rn At this point also there is 

“ ''"^-perpetuating in the sense 
Ihe “ coLmed, and 

tivities^ throush “S^t^S^re demand pves rise to production ac- 
^ monetary aggregate demand is 

seated equM to that in the previous p'eriol This is the "cii- 
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cular flow” so vividly described in Scliumpeter’s The Theory 
of Economic Development. 

Tlic naiional income can, therefore, be divided for analyti- 
cil purposes iijto two compartments: the first we shall call 
the "basic national income," at which the aveiage propensity 
to consume is equal to one, which income level tends to be 
self-perpetuating; and the second, tlie "dynamic income," 
which, as we have noted, is tlie margin filled by net invest- 
ment (private and public) and by the consumption induced by 
tliis net investment. It is this dynamic income which is ex- 
tremely unstable and within die area of which the fluctua- 
tions of our economic life occur. This margin need not be 
wholly filled by net private investment or net income-creat- 
ing governmental expenditures. But it is these two which 
arc the dynamic factors creating die income above the mini- 
mum basic level. According to the size of the leakages (de- 
tei mined by the marginal propensity to save), a part of the 
margin between the basic income and the full income will 
be filled by induced consurapdon expenditures. If the mar- 
ginal propensity to save dial part of die full income which is 
above die b.Tsic minimum income is one half, consumption 
c.\pcnditurcs will fill one half of this margin. If the mar- 
ginal propensity to save is one third, consumption expendi- 
tures will occupy two thirds of the margin. If the marginal 
propensity to save is one quarter, consumption expenditures 
will occupy three quarters of the maigin, and so on.® 

The income level at which consumption equals income 
may be said to be self-sustaining in the sense that no new. 


« Erroneous conclusions sOmcUmes follow from confusing the Muluplier 
OOeSicient with the income vclodly of money. It is, of couise, true that a dMlar 
used in expenditures flows through the system and bcv«iucs tnrouie for othm 
two or three tiroes during the year. This, however, has nothing to do with 
the Multiplier as such, but has mwcly to do with the customs and habits ivith 
respect to the use of money, under wbidi a given tolume of income expendi- 
tures during a year is notiMally accomplished l^r a volume of ino^ ^ual w. 
let us say, only one third of the income cxpcndilu.es made. Under thee con- 
ditions the inootne velocity of money obviously is three. But it may be h->t the 
injection of more money, instead of laUing the nauonal incoioe, wtU only 
fuulc in a dedine in vdodty. 
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independent, anticipatory investment is necessary to main- 
tain ilii'i income level. It is, o£ course, true that the income 
may well fall below fin's basic level oiving to dissaving. But 
fhi's may be regarded as an abnoiioal, temporary maladjust- 
ment, which .will sooner or later correct itself. In a progressive 
society, dissaving can only occur as a temporary phase of tlie 
business cycle. If consumption exceeds income (as is true in 
a serious depression), it follov^ that replacement capital ex- 
penditures are inadequate to sustain the given level of con- 
sumption and must sooner or later rise to a point at which 
no further disinvestment occurs. 

Thus, consumption expenditures in a "circular flow" econ- 
omy in which consumption equals income tend to be self- 
perpetuating. On the other hand, the net private investment 
and net income-ci eating governmental expenditures (together 
with the secondary consumption expenditures which they in- 
duce) are in no sense self-peipetuating. As long as these in- 
vestment and income-creating expenditures are made, they 
induce a volume of consumption expenditures above tlie 
basic minirnum level and thereby have a multiplying effect 
on the national income. 


While fiom the long-run standpoint the Acceleiation Prin- 
ciple (in the usual rase) is incapable of raising the level of 
the national income, it must still be noted that it may have 
an effect which, under certain conditions, may be very con- 
sideiable on the cyclical pattern. Without tlie Acceleration 
^nciple one may argue that private investment or the net 
income-creating expenditures of the government may lift the 
naUonal income by a ceii^in Multiplier and hold it there 
until the investment or net income-creating expenditures 
cease, whereupon the income rapidly falls to its original level. 
Under conditions in which, however, tlie Acceleration fria- 

«^’»^"l'«ted recoveiy will advance 
much more rapidly than would oUienvise be the case. Still 

^ct that it may reach a 
peak and decline mth greater or less rapidity, even though 
investment and net income-creating expenditures were 
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continued at a constant level. Thus, it is quite possible that 
a volume of investment or net income-ci eating expenditures 
continuously applied may not even be able to sustain the 
recovery reached. Generally speaking, in die measure that 
die net income-creating expenditures are extremely effective 
in creadng a bunt of recovery, as would be the case when 
die Multiplier and Accclcradon cocfHcients are high (though 
not as high as represented by Region D), it may be expected 
diat sooner or later a serious relapse will occur. We may, 
therefore, conclude (widiin limits) that the more effectively 
the investment or net income-creadng expenditures operate, 
the less sustained the recovery is likely to be. This is true, 
however, only to tlic extent that the effectiveness in question 
runs in terms of bodi die Acceleradon and the Multiplier 
Principles and not in tcmis of die Multiplier alone. As far as 
the Multiplier Principle is conceiucd, the induced recovciy 
can be expected to suswin itself as long as the expen^tures 
continue, but not much longer. If the Acceleration Principle 
is operative, not even diis degiee of permanence ran be re- 


lied upon. 

Net income-creating governmental expenditures are un- 
dermken by the government eidier because the community 
deliberately wishes to make capital expenditures in order 
to obtain the utilities directly flowing from the completed 
projects, or because the community detei mines to make these 
capital expenditures in order to raise the national income and 
thereby escipe die wasuige incident to unemployed resources. 
Net private investment is, on the other hand, induced purely 
in r^ponse to the profit motive. Spontaneous net private in- 
vestment has no relation to the current level of consumption, 
and any increase in consumpdon has ordinanly only a tempo- 
rary and rapidly vanishing effect upon net private invest- 
ment Thus, net private investment is fundamentally a func- 
tion of factors lying quite outside of the cuuent ^ ume of 
consumption or the current volume of income J^cton a 
sociated with the dynamics of economic progress. In the ab 
sence of new investment oudets adequate to mamm the 
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boom, it is clear thjtt any continued volume of investment, 
such as would be necessary to maintain income at a full level, 
would rapidly experience a drastic fall in the prospective rate 
of profit on new investment (the marginal efficiency of capi- 
tal). Such a fall progressively weakens the inducement to in- 
vest, until net investment equals zeio. The cfawirals were 
quite right when they argued that rvithout technological 
progress the pilce system, including the rate of interest, would 
progressively drive the economy to the point at which there 
would be no net investment. They were wrong in assuming 
that the price system could also ensure a propensity to con- 
sume compatible with this investment situation so as to pro- 
vide full employment. 





Chapter XIII 

COMPENSATORY TAX POLICY 


I N tlic previous chapter we have discussed how private in- 
vestment and governmental expenditures may afifect the 
national income. We has’C examined the theoretical prin- 
ciples determining die leverage of such expenditures upon 
the national income and tire necessity for the continuation of 
such expenditures in order to sustain the national income. In 
this chapter ts'C consider particularly cyclical aspects of com- 
pensatory fiscal policy. 

First, we conceiii ounclves tvith compensatoiy policy in a 
society which is sufiicicntly dynamic in teuus of its private 
investment outlets to develop vigorous booms. What sort 
of tax policy is best designed to minimize cyclical fluctua- 
tions in a society whicli, except for periodic depressions, tends 
toward lull employment of tcsoutccsI Wc ate thus concetued 
primarily with the question of a cyclical tax policy designed 
to minimize industrial fluctuations. 

Comparison may be made betsveen the cyclical fluctuations 
in a highly dynamic, high-savings economy and those in a 
less dynamic society which has at the same time achieved, 
through its fiscal policy or othenvise, a high level of con- 
sumption in relation to income- a high propensity to con- 
sume. The former will tend to have a violently fluctuating 
cycle; the latter a mild cycle. Both, we assume, tend toward 
full employment in the prosperity phase. _ i 

Chart It) TcpTCsents tire consumption functions which ml- 
fill the conditions stated. "A" represents the consumption 
function in a high-savings society; "B- the consumption func- 

&89 
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boom, it is clear that any continued volume of investment, 
such as would be necessary’ to maintain income at a full level, 
would rapidly experience a drastic fall in the prospective rate 
of profit on new investment (the maiginal cflicienq' of capi- 
tal). Such a fall progressively weakens the inducement to in- 
vest, until net investment equals zero. The classicals were 
quite right when they argued tliat without technological 
progress the price systcui, including tlic rate of interest, would 
progressively drive the economy to tlie point at which tlicre 
would be no net investment. They were WTong in assuming 
that the price system could also ensure a propensity to con- 
sume compatible with this investment situation so as to pro- 
vide full employment. 





Chapter XIII 

COMPENSATORY TAX POLICY 


I N Uic previous chapter ive have discussed how private in- 
vestment and govcuimcntal expenditures may affect the 
national income. We have examined the theoretical prin- 
ciples detctiiiining die levciage of such expenditures upon 
the national income and the necessity for the continuation of 
such expenditures in order to siistoin the national income. In 
this chapter we consider particularly cyclical aspects of com- 
pensatory fiscal policy. 

First, wc concern ounclvcs with compensatory policy in a 
society which is sufficiently dynamic in te»ins of its private 
investment outlets to develop vigorous booms. What soil 
of tax policy is best designed to minimize cycliral fluctua- 
tions in a society which, except for periodic depressions, tends 
tow'ard full employment of resources? We are thus conceuted 
primarily with the question of a cyclical tax policy designed 
to minimize industrial fluctuations. 

Comparison may be made between the cyclical fluctuations 
in a highly dynamic, high-savings economy and those in a 
less dynamic society which has at the same time achieved, 
through its fiscal policy or otbei wise, a high level of con- 
sumption in relation to income a high propensity to con- 
sume. The former will tend to have a violently fluctuating 
cycle; titc latter a mild cycle. Both, we assume, tend toward 
full employment in the prosperity phase. , . . . , 

Chart iQ represents the consumption functions wnicn nii- 
fill the conditions stated. "A” represents the consumption 
function in a high-savings society; "B" the consumption func- 
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tion in b high-consumption economy. On the basis of Con- 
sumption Function A, the income will fall to Go per cent of 
the full income level before consumption equals income, or, 
in other words, before tlic average propensity to consume 


Percent 



Chari ip. 

The Consumption Function in a High-savings and a High- 
consumption JEcononjy 

w Consumption Function B, how- 

rcomn^ed ™ 

nhart 80 represents the cydirnl behavior of the highly 



Ct)*.!n.N1\TORV TAX J’OMCV SQl 

flvnasnir. hi-li ccmmmy. ivhilc Cli.irt 2i rcprcscnti 

ilic <ule UTUcnicni in a niniiirc, liif^li-consiimpiioii ccon- 
h it nMuiiinl in Imth r.itct tint tlie amplitude of the 
qrir HUt the kIioIc pp between the self-sustaining income 





Chari so. 

Cyclical Iteharwr of a High-savinps Economy 

level (at which Cr-rV) and the full income level. It is also 
attiitned that in each case the marginal propensity to con- 
sume is o.Gy. Accordingly, in both eases investment is .assumed 
to constitute otie third, and consumption two thirds, of the 
fluritiating part of the income .above the basic level. These 
.arbitrary assumptions may be modified svithout invalidating 
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of taxes, since for many taxes such a scheme of timely fluctua- 
tion of rates is difiicult, if not impossible. From a practical 
standpoint, relatively few taxes ran be timed speedily. Taxes 
on payrolls and sales taxes can, however, very effectively be 
manipulated and tirned according to the requirements of the 
cycle.' 

Consider, first, a payiull tax collected at the source. Since 
\ve arc conceiaed here purely vrith an effort to achieve sta- 
bility, it is clear that the tax in question is not designed over 
the long run to produce any revenue for the government’s 
operating budget, but is designed exclusively to facilitate eco- 
nomic stability. It follows, therefore, that when the taxes are 
collected, sucli collections should in some manner be placed 
in a fund which could subsequently be drawn upon and ex- 
pended.' 

Let us assume that the tax on payrolls is applied at some 
advancing rate during the last half of an upswng period, for 
example, fiom the point at which a half of the cyclical un- 
cuiployment has been overcome. The tax would then be 
raised progressively as the peak of the boom is approached. 
As soon as it is evident that a turning point has been reached, 
the tax collections should cease entirely. Once it appears, 
however, tliat a recession is definitely under way and is in 
danger of developing into a cumulative deflation, the sui^/lus 
funds previously collected should be drawn upon and poured 
back into the income stream. v 

To the extent that the payroll taxes were assessed against 
employers, they could be returned to aid employers to main, 
tain current wage rates. In so far as payroll taxes had been 
deducted from wages, they should be returned to the svage 
earners to help maintain labor incomes in the depression. 

In the foiiiier case, the remission of the funds would, in 
effect, lower the effective wage rate and thereby make it 

1 Income collected at the source could aI<o be made flexible. 

*A more elaborate proposal, involving deftncd wage payments, H«'gnrt 
to help finance the war without inflationary consequences and to sus'ain the 
postwar economy, was published by J. M, Keynes in Hoa to Pay for the War, 
HarcourCj Brace, 1940. 
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over, since the collected funds are disbursed in benefit pay- 
ments to die unemployed in the depression period, the net 
tax collections should rapidly approach zero and even become 
a minus quantity. Thus, on balance, such tax funds are col- 
lected mainly during prosperity periods and are paid out to 
vmge earners (though not to employed workers) in depres- 
sion periods. 

A cj’clically adjusted sales tax can be implemented in a 
manner somewhat similar to a tax on wages. Such a tax, ap- 
plied in the last phase of die upsiving, would act as a drag 
on the rise of consumpdon expenditures. Under the assump- 
tions which are here made, however, it is expected that such 
a sales tax would not check the advance short of full employ- 
ment but would only make the advance steadier and thereby 
more prolonged. It is assumed that the tax is not severe enough 
to stop the dynamic forces which tend to drive the economy 
on toward full employment. 

The funds collected from the sales tax might, as in the 
case of die wage tax, be distributed in the doivnsiving and in 
die early stages of recoveiy. Such a plan would be a sales 
tax in reverse. But it docs not appear probable that such a 
distribudon could be implemented. It would require an 
extremely complicated and expensive accounting conuol to 
Hisbursc the funds dirough the retailers to all purchasers of 
retail goods in some propordon to purchase vouchers. It 
would be much easier, from the standpoint of atlmini<itration, 
merely to use funds so collected to finance goveiiiment deficits 
arising from expansion of public works or relief expenditures. 
To make the funds most effeedve, it would be necessary that 
diey consdtute a net addition to public works (or to relief 
expenditures) during a depression period. 

The purpose of these taxes is to dieck an undue expansion 
of consumption in the boom and, through their removal 
together with the return of previously collected taxes, to stim- 
ulate consumption in the depression. Moreover, they may be 
especially useful as a means to check a wartime inflation. 

Quesdon arises whether the best method of conUoTIing 
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cyclical fluctuations is to impose in the upswing period a tax 
on consumption. Pay 1 oil taxes and sales taxes are peculiarly 
taxes which absUact from the consumption stream. This 
raises the veiy funHamental question whether the most de- 
sirable compensatory policy is to tax income which ivould 
noiiiially flow into consumption or to tax income which 
would noil "ally flow into savings. A tax which diminishes the 
flow of savings will impose some check upon investment in 
so far as investment expenditures cannot be financed ade- 
quately through monetary expansion. In so far as the taxes are 
imposed on income which svould noimally flow into con- 
sumption, not only are consumption expenditures reduced, 
but induced investment (via the Acceleration Principle) is 
also curtailed. 

We are assuming here, it will be recalled, a society which 
is highly dynamic and in which economic progress develops 
surging private investment booms, and which tends, there- 
fore, automatically toward full employment of resources. Yet, 
periodically, the upward march is inteu opted by reason of 
the inherent tendency of a free enterprise economy to de- 
velop cyclical fluctuations. In such a society, be it noted, the 
rining income in the prosperity period is created not by gov- 
Ciiiment expenditures, but by net private investment. If now 
the mainspring of a surging investment boom has relatively 
little relation to the cuiient level of consumption, but mainly 
to the stimulus flowing from economic progress (inventions, 
the discovery of new resources, the exploitation of new ter- 
ritory), the booni might not be seriously checked by payroll 
or sales taxes. Under a surging investment boom the induced 
consnmption is likely to be veiy large, and the imposition of 
t^es on consumption might, therefore, merely steady the 
situation. Moreover, if consumption taxes are employed in- 
stead of income taxes, it is likely that tire investment will be 
financed more fully Lorn voluntary savings and less from 

ank cicdit expansion. This also would make for a healthier 

00m. If a sharp step up were made in income tax rates, with 
no restraint on consumption (via payroll or sales taxes), con- 
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sumption expenditures would rise rapidly, thereby fvia the 

‘o the investmen/imulu; 
{already vigorously fed from the independent factors of eco- 
nomic process) still more. It thus appears that, under the 
condmons here assumed, the boom would develop in a more 
stable manner under a cyclical adjustment of payioll or sales 
taxes than under a cyclical adjustment of highly progressive 
corporate and individual income taxes. 

It has sometimes been argued, especially fiom the stand- 
point of tlic under<onsumption theory of the cycle,* that the 
boom comes to an end because of a deficiency of consump- 
don in the boom years. According to this view, there is some- 
thing wrong with die ratio of consumption to investment 
during die boom. The rado is said to be too low. But this 
position is, I think, not defensible. If one deducts the inde- 
pendent, spontaneous investment from total investment, one 
derives as the remainder the residue of investment which 
beats a rcladon to consumpdon. If consumption is increased, 
the investment needed to supply the florv of consumpdon 
goods will incr<’a<!e also. Dependent (induced) investment 
would rise if consumpdon rose. Independent investment 
would presumably remain unaltered. Thus, if you increase 
consumption, you will also increase investment The rado 
of consumpdon to induced investment will not be altered. 
Thus, the boom will be magnified if consumpdon is sdmu- 
lated, and, if spontaneous investment is strong, such a proc- 
ess may even engender some considerable price inflation. Once 
the spontaneous investment has run out, a depression will 
ensue, and it will be all the more intense by reason of the 
extra sdmulus given to consumpdon (and thcieby induced 


• Some readers have wrongly infu/ed that I tubsu^be to the under- 
consumption theory of the cycle. Thh is quite wrong. The depi. <sion, in my 
view, is caused by a decline in investment— a decline iCouUing not Lum in- 
adequate consumption, but Iiom the innpoiary saturation in spontaneously 
evolving investment opportunities. It is, of course, true that, if it ViCie possible 
for consumption to rise as invuUuent declines, no serious di^tc.Aion would 
ensue, although soioe transitional dOlicuIties would be encountcicd. But the 
under-consumption theory allegiJ a diffientty in ^n,amption in the boom 
puiod. 
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A redistribution of income, through sorial or community 
expenditures and a progressive tax structure, may afEect the 
aggiegate consumption function. Since the payioll and the 
sales taxes clearly weigh on consumption, such taxes would 
weaken the propensity to consume. On the other side, a 
steeply progressive income tax would alter the distribution 
of income and would tend to strengdien the propensity to 
consume. The income level at which aggiegate consumption 
of the nation as a whole would equal income would be raised. 
Raising income tax rates would tend in the direction of mak- 
ing tlic newly created income more nearly self-peipetuating. 

In tlie event that there is not available an adequate volume 
of fonvard-looking, anticipatory private investment, it will 
be necessary to substitute public investment, or else, by tax 
measures and othenvise, to make the newly neated income 


as far as possible self-sustaining. In a situation in which in- 
vestment activity is relatively weak, it is not necessary that as 
large a proportion of income shall be saved and expended on 
capital goods as in die case of a highly dynamic economy. It 
behooves such a society, dierefore, to adjust itself to a higher 
consumption basis. Consumption is necessarily the ultimate 
end of economic activity. Savings perform a useful function 
in so far as they are necessary for growth and expansion. But, 
in a less dynamic society, we are confronted with the alterna- 
tive of using more of our resources for the production of 
consumption goods, whether durable or nondurable, or else 
of pciiuitting them to run to waste through nonunhmuon. 
Such a society needs peculiarly to suess consumption it it is 
to achieve full employment. 

We have reached the conclusion that, in a highly d^mamic 
economy in which investment booms are vigorous, the ap- 
propriate type of taxes to apply during 
foiiii of tax on consumption. On the one side, hi policy 
would tend to hold in check an abnormal m ronsump- 
tion and thus dampen the induced stimulus (via Ae Accel- 
etation Principle) to investment. On the other side, suA a 
policy would provide funds for investment more largely from 






Chapter XIV 

THE DYNAMIC VERSUS THE 
CIRCULAR FLOW ECONOMY 


1 


1I-IE central stream o£ economic thought, comprising 
tlie early classical and neoclassical svriters, has often 
_ - been described as a sj'stcm of static economics. It con- 
sisted essentially of an analysis of how the pricing process 
dctci mines the allocation of productive resources. It ex- 
plained how commodities and productive agents are priced 
in a "cirailar flow” economy and how, in a society so con- 
stitmed, the prodtictive process generates a demand for the 
products which it cre.ttcs, so tlrat the economy could continue 
to hwciion at full employment. The rigorous Ricardian 
analysis c.\plaincd how the pricing process ensures tlic re- 
production of both tlic capital and Uic labor supply srithout 
cither groivth or contraction. It explained how the produc- 
tive process is able to create consumer demand sufficient to 
absorb the svholc product. In a "circular flow” economy, con- 
sumption equals net output. Saving takes the form of allocat- 
ing a suflicient amount of the gioss product to capiul re- 
placement. In such a society the svhole of the net real in«me 
is consumed and agg.egatc saving is directed exclusively to 
capital replacement. In such a society the level of consumers 
demand determines tlic volume of investment. 

Such W.TS the cliaractcr of tlic equilibrium state of early 
classical theory. Profits tend to fall to that irreducible mini- 
mum which will just ensure a maintenance of the accumi> 
laicd capital stock. Wages tend to fall to the so-eallcd sub- 
sistence" level, varying from country to counuy according 

SOI 
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The noiiu tOYvatd which the equilibrating process in a dy- 
namic society tends, in the event that gxowth and terhnologi- 
cal change prove inadequate to provide investment of boom 
proportions, is an equilibrium point short of full employ- 
ment. How far the equilibrium norm in a dynamic society 
will diverge from full employment depends upon how for 
the expansionist forces had previously driven the price struc- 
ture away from the "circular Bow” tableau economique of a 
static society. This follows Iiom the fact that the process of 
economic progress, tvith its attendant fluctuations of income 
and eiiiployiuent, has created a set of firmly rooted institu- 
tional aiiangenients which are not easily altered, and which 
do not peiiuit an easy return to the "circular flow” norm 
of a static society. The economy cannot automatically pass 
swiftly from a condition of dynamic expansion to a full- 
consumption society in which consumption equals income 
without encountering serious unemployment. The orienta- 
tion of the price system to the requirements of a rapidly 
growing and widely fluctuating economy has cieated con- 
sumption and saving patteins out of Hue with the "drailar 
flow” equilibrium. The institutional framework is thus geared 
to produce full employment only at high investment levels. 

Consumption and Net Investment 

In the "circular flow” economy, replacement investment 
is detei mined by the level of consumption. But in an ex- 
panding, dynamic economy, net investment is essentially spon- 
taneous and independent of the cuiient volume of consump- 
tion. Indeed, a large part of consumption now rises and falls 
according to fluctuations in the rate of investment. 

An essential difference between the type of analysis of 
economic crises represented by Malthus, Sismondi, and Hob- 
son on the one side, and that represented by Spiethoff, Cassel, 
Robcilson, and Schumpeter on the other, is to be found in 
the treatment of these ttvo schools of the relation of consump- 
tion to net saving. Malthus and his followers thought that 
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lull RTinlysis. They cannot be invoked as an explanation of 
the secular rise in r^al income during the last one hundred 
and fifty years. The explanation of thi« phenomenon can be 
found only in a dynamic analysis of production. The expla- 
nation is to be sought in factors extcinal to the functioning 
of the price system, with its tendency to seek an equilibrium 
level at the "circular flow" norm. The explanation is to be 
sought in technological change, in the discoveiy of new prod- 
ucts, new processes, and new resources. These factors, exter- 
nal to and upsetting the static price equilibrium, have cre- 
ated nesv productive powers and have thereby raised output 
and real income. Thus, as a result, consumption has been 
lifted to new high levels. It was not increased consumption 
that called forth net investment and net saving. On the con- 
trary, it was net investment and net saving, springing from 
the dynamic factors of economic progress, which caused con- 
sumption to rise. Now, after it is discovered that consnription 
has in fact risen, it will not do to argue that, because con- 
sumption is now higher, new investment in plant and equip- 
ment rvill be required to produce it. For it was just this prior 
new investment which caused the rise in consumption. Thus, 
the new capital necessary to sustain the consumption is al- 
ready present In the "drcnlar flow” economy the level of 
consumption detci i> lines the level of replacement investment 
But in the dynamic economy it is net investment, groeiated 
by innovatiorial developments, that raises and detci ■■■ines the 
new level of consumption. 

The dynamic process resulting in net investment A'storts 
the price structure away from the "circnfar flow" equilibrium 
so as to create the nec'^sary volume of net aggiegate saving. 
But this process rannot ensure the continuance of produc- 
tion at full employment. Herein one encounters an essential 
dilTcience between a static, "circular floi^’ economy and a 
dynamic, progiessive economy. In ±e "circular flow econ- 
omy any income level reaehed tends to be self-peipetuating. 
In the dynamic economy the higher levels of income reache 
in boom periods cannot be sustained unless teehnological 
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progiess and ext^mive giowth are adequate to maintain in- 
vestment at boom proportions. For, i£ the dynamic factors . 
working for net investment peter out, as tliey have sooner or 
later in every boom, the distortion of tlic price system nec- 
<*ss3rily brought about by the dynamic process itself cannot 
quickly restore the "circular flow” equilibrium. In other 
words, customs, habits, and institutional airangements which 
determine the consumption function have become fltuily im- 
bedded in the social structure, and tliese set up powerful re- 
sistances to the restoration of the “circular flow" equilibrium. 
As net investment falls off sharply, voluntary individual con- 
sumption cannot and does not rise sufliciently to fill the gap 
left by the receding tide of invwtment. Thus, total expendi- 
tures decline and the economy falls toward an equilibria!, 
self-peipetuating income level far short of full cmployincnt. 

Technological innovations making for intensive expansion 
may be expected to continue with unabated vigor. Our so- 
ciety can, dierefore, remain as highly dynamic as that of the 
nineteenth centuiy only if we can find a substitute for the 
extensive stimulus to investment springing from tcnitorial 
expansion and population growth. Geared as our economy is 
to a high net investment level by a deeply rooted pattern of 
consumption ivith respect to income, we shall be compelled 
to seek full employment of our resources by deliberately in- 
jecung a new stimulus to investment It is just because we 
ave developed, in our highly dynamic society, fiinily fixed 
nstitutions and habits affecting the income elasticity of sav- 
g t^t we cannot rely upon autonomous increases in con- 
exmn provide full employment once die extensive 

Sir ’ 1 ® largely disappeared. 

Voluntary individual consumption ran provide full emnlov- 

no net investment and no net saving 

ve,tnmL £ will M ^ 
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must be found to raise consumption independently of the 
autonomous investment process. This ivay is open through 
tlie avenue of governmental expenditures. In the past, tliese 
e.\penditures have been mainly for ^var and defense, and cur- 
rently we are svi messing such expenditures on an unprece- 
dented scale. But we may hope that in the future public 
welfare projects will take die place of svar as a major object 
of governmental expenditure. War, despite all its attendant 
evils, has played a dynamic role in the history of modern 
capiuilism. Outlays on public welfare projects could play 
an equally dynamic role. And diere is reason to hope that 
they could be managed so as to prevent the disastrous infla- 
tion typically accompanying war expenditures. The latter can- 
not be curtailed wlicn full employment is reached. More- 
over, the national emergency whiiih calls them forth is so 
ovcnvhelming that all other considerations are sacrificed to 
the one aim of national security. But an expansionist public 
welfare program has as its goal not only full employment, 
but also the security and stability of the social structure. It is, 
Uicrcforc, reasonable to hope diat it might serve not merely 
as a mainspring of expansion, but also as a balance wheel 
regulating die fluctuations in the rate of private investment. 

The independent increase in consumpdon, thus deliber- 
ately created, will sdmulate new investment. The reladon- 
ship between investment and consumption is, therefore, re- 
versed. Instead of autonomous investment being relied upon 
exclusively for the expansionist process, outlays on public 
welfare projects are undertaken in order to raise consump- 
tion, quite independently, to higher levels, thereby opening 
up new outlets for investment. Community consumpdon 
would dius lead the rvay, and new investment would follow. 

The development of science and die requirements of mod- 
ciji ways of living in an urban community entail community 
consumption expenditures on an undreamed-of scale. Many 
founs of consumpdon cannot be engaged in on the indi- 
vidual basis. Consumpdon in large measure, under modeni 
conditions, requires the co-operation of large groups. We 
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rannot enjoy public roads, public health, social security, rec- 
reational and cultural facilities, low<ost housing, and the 
conservation and development of natural resources without 
comnrnnity expenditures. Individual consumption expendi- 
tures need increasingly, under modem conditions, to be sup- 
plemented by community expenditures. 

Through this process, as a secondary consequence, an in- 
CTPase in individual, voluntary consumption is induced by 
reason of the prior inerpase in tlie level of individual in- 
comes. But tire new higher level of income cannot be main- 
tained, in the absence of changes in die consumption func- 
don, unless the total level of consumption is again pushed 
forward by deiibeiate action to still higher levels. For, un- 
less sdmulated by an ever-rising consumption trend, invest- 
ment, autonomously supported by only the intensive expan- 
sionist factors, will not condnue to increase adequately to 
cieate full employment 


A higher level of individual consumpdon can also be fos- 
teied by a shift in the tax structure atvay from consumption 
taxes toward greater reliance on progressive taxation. Hoiv 
far taxation should be used as an engine to foster a high- 
consumpdon economy depends not upon abstract notions 
about balanring the budget, but upon considerations reladve 
to the volume of savings needed to supply the capital outlays 
required if income is pushed up to die maximum level which 
the producuve raources make possible, and upon consideia- 
Uons TPlaUve to the most Hpsirable Histribudon of wpaldi and 
income. Changes in the rpladve propordon of public re- 
ceipts fiom boxiowing and Lorn taxation ran be effeedvely 

Ttn be exercised so 

Sd? other 

side, prevent undue concentration of wealth 

facto? *bat the autonomous, dynamic 

soraSd S outlets might develop 
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It is ceii^inly reasonable to expect that our economy mil 
remain intensively dynamic, though less expansionist, owing 
to the relative cessation of extensive growth. Consumption, 
Aerefore, needs to play a larger role in the future. New 
investment will be less motivated by autonomous facton. 
New levels of consumption ivill be reached, partly through 
the dynamics of technical progress, as in the past, and partly 
through the delibeiate stimulation of consumption by the 
community as a whole. It is this latter which must take the 
place of extensive expansion, if total consumption is to con- 
tinue to rise as it ha$ in the past. With a slowing down of 
population giowth, this could well mean a more rapid rise 
in per capita income than ever before. Through the com- 
bined stimulation of community consumption and techno- 
logical innovations, the per capita real income can be raised 
at a rate consideiably greater than that achieved in the era 
of extensive giowth. The potentialities for high living stand- 
ards are prodigious under modem capacities for production. 
And if foese potentialities are translated into reality by a 
deliberate implementation of the role of government in the 
consumption sphere, we may expect a reinvigoiation of the 
role of private enterprise. TTie incentive to invest which, in 
the dynamic economy of the last century, came mainly from 
technical progress and extemsive growth, will, in the future, 
be fed from the combined springs of technical progress and 
a greatly expanded public consumption and public invest- 
ment program. 

John Stuart Mill on the High-consumption Economy 

Some of the economists of the nineteenth century ivere 
quite aware that the era of great extensive expansion would 
some day come to a close. There is much in the early litera- 
ture of economics which looks toward the so-called station- 
ary state." The term "stationary state," which the earlier 
economists used, while satisfactory as a concept for static 
analysis, is somewhat unfortunate when applied to a histori- 
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ctI period,' for it implies, among other things, the cessation 
of the progress of economic technique. The term "mature 
econom-y” is perhaps to be preferred, and, in fact, this teim 
apppars to describe better rvhat John Stuart Mill had in mind 
when he used the term “stationary state." The essential char- 
acteristics of this stale are, first, a decline in population 
growth, and, second, a decline in tire ratio of new capital 
formation to national income. But it does not imply, as some 
have infeiied, a cessation of progress. Indeed, Mill said quite 
plainly: 

It is scarcely necessary to remark that a stationary condition of cap- 
ital and popnlation implies no stationary state of human improve- 
ment. , . . Even the industrial arts might be as earnestly and as 
successfully cultivated, with this sole difference, tliat, instead of 
serving no purpose but the increase of wealtli, industrial improve- 
ments would produce their legitimate effect, that of abridging la- 
bour. 


The nonexpansionist economy may be aptly characterized 
as a high-consumption economy, an economy in wliich all, or 
nearly all, of the total income is spent on consumers’ goods. 
The nonexpansionist economy can, however, still remain a 
progressive economy with an ever-rising standard of living. 

A mature economy may, as Mill stated, under certain con- 
ditions modernize and improve its capital equipment, intro- 
during continually new techniques, without tapping any new 
savings or making any net additions to capital foi mation. If 
the progress of technique in the capital goods industries out- 
runs the rise in wage rates, then tlie accumulated deprecia- 
tion reserves tvill be adequate to finance the replacement of 
^ old machine by a new one more productive tlian tlie old. 
On the other hand, if there has been no technical progress 
in machine production, if the efficiency of a machine requir- 
ing for Its production a given amount of labor is not in- 

depreriation reserve, based on 
ongi al cost, will be adequate only in the event that wages » 
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have not risen. TJius, depreciation reserves will be adequate 
to finance capita] renewals more productive tJian the old 
only in tlic event tliat the productivity of labor in the capital 
goods industries has incrensed more rapidly tlian wage rates.* 
But if innovations are made which are capital saving, plant 
and equipment may be modernized and made more produc- 
tive merely by tlie expenditure of depreciation allowances, 
without tapping any new savings or making any net addi- 
tions to capital formation. A mature economy is prepared to 
make large replacement capital expenditures, and these will 
raise the productive capacity if capital-saving innovations are 
taking place. Replacement capital outlays are, however, fi- 
nanced from depreciation alloivanccs and not out of new 
savings. Such a society can make a considerable degree of 
progicss, even tliough it consumes all of its income. 

John Stuart Mill by no means regarded an economy which 
consumes all, or nearly all, of its income as an undesirable 
one. The ultimate end of production is, of coune, consump- 
don, and a high<onsumption economy achieves this end to 
a maximum degree. Yet such an economy may make prog- 
ress witli respect to new processes; it may also make prog- 
ress with respect to new products. 

While some progiCss, given technological developments of 
the cliaractcr described above, is not incompadble svith even 
a full-consumption economy such as Mill envisaged, such a 
society nevertheless clearly fails to realize to the full the 
potendalides of technicil progicss. To achieve this requires 
a volume of savings adequate to ensure all the new invest- 
ment which changes in technique make possible. Unless suf- 
ficient investment is made to exploit these to the limit, the 
full potential of productive power and rising standards of 
efliciency will not be reached. Thus, a loo per cent consump- 
tion economy can never attain the economic progiess which 
improving technique can offer. 

* One may stale the piojjosition also as tollows: When capital-saving inno- 
vations arc made, less capital per unit of output Is required than before. This 
means that the expenditure of rcpiau —ent alluxtances will yield a net inu'-'e 
in productivity. 
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There is, thus, an optimum ratio of consumption to in- 
come at the full income level. In a world in which extensive 
expansion is largely gone, and in which investment outlets 
are mainly limited to those opened by technical progress, 
this optimum will be higher. Such a society, in order to op- 
erate at full productive capacity, needs to become a high- 
consumption economy. The free functioning of die price 
system will not necessarily bring this about. If the price sys- 
tem (including wage rates) is distorted by monopolistic prac- 
tices, matters are still worse. It may thus become necessary 
in a nonexpansionist economy to supplement private con- 
sumption with public expenditures financed by borrowing 
the savings of the public, or by tapping these savings tlirough 
a progressive tax structure. 





Chapter XV 

PRICE FLEXIBILITY AND FULL 
EMPLOYMENT OF RESOURCES 


A DISCUSSION of the role of price flexibility in the 
functioning of the economy must begin svith a defi- 
nition of terms. Tlic phrase "price flexibility” is sub- 
ject to two possible interpretations which need to be sharply 
distinguished. These are (a) structural price flexibility * and 
(b) c)’clical price flexibility.* 

By structural price flexibility I mean the long-teim secular 
adjustment in the price structure. It is concerned not with 
the level of prices, but with the interrelation of individual 
prices. Thus, for c.xample, changes in technology and the 
mctliods of production continually alter the unit cost of pro- 
duction of one commodity relative to other commodities. 
The cost of producing an automobile has, by reason of 
changes in technique and mass production mediods, fallen 
greatly in the last two decades relative to the unit cost of 
production of the gieat bulk of manufactured commodities. 
Structural price flexibility implies an adjustment of prices 
to changes in unit costs' springing from unequal rates of 

1 This involves in part, of course, the problem of monopoly price: the di- 
vergence of price fiOm m.irBin.vI cost. 

» In general, lliese IcrtiiS correspond to those used in The Slnieture of the 
/Imeriean Economy, Part I, pp. isG, tag. under the headings: (i) "Sensitivity to 
Basic Factors Conditioning Economic A«ivity”i and (e) "Sensitivity to De- 
pression and Bectivcry.” ... 

* Unit costs in.ay. of course, under conditions of monopolistic cumpctition, be 
enhanced tiirough large advertising expenditures. This clement of lusl con- 
stitutes one of the important factors causing maladjustment in the price oUuC- 
ture. 

SIS 
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technological progress in different industries, or from shifts 
in the pattem of wants. Without structural price flexibility 
the full gains of economic progress could clearly not be re- 
alized. Structural price flexibility implies that the price sys- 
tem is functioning in a manner to yield the largest possible 
product of goods and services which a given stage of tech- 
nique makes possible. A structurally flexible price system op- 
eiates to direct the productive resources into channels which 
will yield the largest social product. Without structural price 
flexibility an uneconomic allocation of resources would pre- 
vail.* 


Cyclical price flexibility or inflexibility is a quite different 
matter. Unfortunately, in much of the literature, the distinc- 
tion between cyclical and structural flexibility is not made.* 
Cyclical price flexibility has to do witli tlic sensitivity of 
prices to fluctuations of the business cycle. Commodities 
whose prices move quickly in response to changes in the na- 
tional income and whose amplitude of fluctuation is relatively 
large are said to be cycle-scnsiti%'e commodities with respect 
to price. Raw materials, both agricultural and industrial, arc, 
by and large, cyclically price sensitive, while flnished manu- 
factured products in large measure are insensitive to cyclical 
changes in employment, output, and income. In the case of 
faiui products tire sensitivity is limited to price responses, 
while in the rase of certain industrial raw materials the sensi- 
tivity relates both to price and to fluctuations in output. 

There is, as far as I am arvarc, no disagreement among 
aonomists with respect to tire desirability of structural price 
flexibility. Witliout structural price flexibility it is quite 
impossible foi the community to obtain the full fruits of eco- 
nomic progress. Arbitrary interferences whicli obstruct struc- 
tural price flexibility necessarily result in an uneconomic uti- 
’zation of resources. Moreover, any marked derangement in 

Vronofflic 0*0 to Basic Factors Conditioning 
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U»e stractuKiI adjustment of the prices of important com- 
modities in relation to unit costs may have a disrupting effect 
upon consumption and investment expenditures, intensify- 
ing or contributing to the initiation of a decline in industrial 
activity. Thus, at times, structural price maladjustment may 
contribute to c)'clical movements. For ex.imple, the enormous 
increase in agricultural tariffs in the gieat raw-material im- 
porting countries in the last years of tlic twenties doubtless 
affected unfavorably tlte tcmis of trade of the primary pro- 
ducing countries and contributed to the Great Depression. 
For the most part, however, structural price maladjustments 
probably accumulate relatively slowly and have little influ- 
ence on q'clical movements. Tliey do, however, retard the 
secular advance in real income and in the standard of living. 
Under modem conditions, svith tlie great development of 
institutional controls, corporate, trade-union, agricultural, 
and govci umental, there is danger that sli uctural price mal- 
adjustments may present serious obstacles to economic prog- 
ress. This area, diougli largely neglected, offers an important 
field for die exercise of price policy. 


Price Flexibility and the Cycle 

It is, however, with reference to cyclical price flexibility 
diat most discussions of price policy are conccuied. Unem- 
ployment and underutilization of resources, it is said, are 
caused, or at least intensified, by the depression insensitivity 
of a large and important gioup of commodities. It is su^ 
gested diat depression might, in large measure, be prevented 
or remedied by making all commodities as price senutive as 
are most raw materials.* It is argued that the deficiency m 
effective demand which resulu in depression is, in greater or 
less degree, caused or intensified by the cyclical insensitivity 

uTliIi nosUion. for example, has often been attributed to Gardiner C. 
Meins While Means does lay stress on the lack ot balance in the pnee 
stmaiirc crowinR out of tlie qclical dispciaion of administered and fic. mar. 
ket priccs.®n...'erthcless he apparently doe, not 

quale rc.cfly tan be found in a poliq- aiming to make all prices hcxible. 
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of aHministered prices. Any incipient deficiency in effective 
de.i.and could, it is believed, largely be corr^ted, were it 
possible to achieve short-run price sensitivity. To the extent 
fhat prices do fall in depression, some consideiable increase 
in real buying power, over and above what would othemise 
be the rase, would be achieved, according to^ this thesis. A 
high degree of cyclical price sensitivity, it is said, would help 
to sustain effective real demand and would prevent fluctua- 
tions in output and employment 

In support of this thesis, it has been urged that pnee dis- 
persion — the divergence of agricultural prices from adminis- 
tered prices, the divergence of raw material prices fiom^ the 
prices of finished products, the divergence of price-sensitive 
commodities from price-insensitive commodities is highly 
correlated with fluctuations in output and employment The 
inference is that it is tlie dispersion of prices which causes 
the fluctuation of the cycle. 

These considerations raise two crucial questions. First 
what is the causal connection between price dispersion and 
the business cycle; is price dispersion cause or is it effect? 
Second, if it were possible to extend the area of price sensi- 
tivity to include all commodities, would cyclical fluctuations 
be minimiTed? 

Broadly speaking, the main explanations of business cycle 
fluctuations can be classified under tsvo heads: First, those 
which explain business fluctuations in ternis of price move- 
ments, and second, those which explain business fluctuations 
in teiiiis of fluctuations in the rate of investment. 

The former explanation of the cycle, in tenns of price 
movements, may be subdivided into two groups: First, the 
monetary explanation which seeks the causes of industrial 
fluctuations in teims of general price movements, and sec- 
ond, the price dispersion explanation which finds the cause 
in tciius of maladjustments in the cost-price structure. Ac- 
cording to the foiiiier,' public policy directed toward the 
maintenance of the total money flow is tlie all-impoilaut 
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desideratum. According to die latter, appropriate adjustment 
of tiie cost-price structure is die remedy for depression. 

^ It is not possible here to go into an exhaustive examina- 
tion of tlic causes of business fluctuations. An examination of 
die trend of thought over the last four decades, however, will 
disclose the fact, I think, diat a growing body of opinion 
stresses fluctuations in tlie rate of investment as the dominant 
factor in c>'clical movements. It is not necessary for die pur- 
pose of this chapter to go into the various factors which bring 
about fluctuations in the rate of investment. They relate to 
factors which cause violent changes in the marginal efficiency 
of capital in relation to relatively small changes in die rate 
of interest. 

■\Vhat is all-important for our purposes is the fact that a de- 
cline in the rate of investment results in an accelerated decline 
in income and in cficctivc demand, and diat any such de- 
cline of necessity produces a wide dispersion of prices. This 
follows from die fact that certain prices are highly sensitive 
to changes in effective demand, while others are insensitive. 
It is clear that, gmntcd a decline in income, price dispersion 
is bound to follow. It is, dierefore, reasonable to suppose that 
the correlation of price dispersion with fluctuations in income 
represents a relationship in which the latter is cause and the 
former effect. 

A decline in income, by reason of the high price sensitivity 
of certain commodities, results simultaneously in price dis- 
persion. Tliis conclusion is reasonable in so far as one can 
find independent outside factors familiar in the investment 
theories of the business cycle — ^which cause the decline in 
income. In similar manner, as soon as income rises under 
die spur of inci cased investment, it is to be expected that the 
price-sensitive commodities will quickly respond, and so the 
price dispersion will narrow. It may, therefore, be argued that 
it is not only the fluctuation in the rate of investment, and, 
dierefore, in income, which causes the price dispersion Ae 
maladjustment in the price structure between price-sensitive 
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nomic progress is made by spurts, by leaps and bounds. The 
essence of a boom is a gigantic spurt in capital formation. 
This involves not only plant and equipment of industries and 
utilities, but also ofTicc buildings, hotels, houses, and apart- 
ments. Frequently, a b.ncklog of housing requirements, or 
the rise of a new industry, results in an accelerated pace of 
construction. When the nesv developments have been ex- 
ploited to the full, tile boom dies. The spurt in capital forma- 
tion cannot last at the pace set. The boom subsides because 
a saturation point has temporarily been reached. For the 
moment, there is no room left for further investment expan- 
sion or for new capital outlays. It takes time before the cu- 
mulative cifccts of new developments can again manifest 
themselves, before the discovery of new techniques, new re- 
sources, and ncvs‘ industries, and the giowth of population, 
will set the stage for another boom. 

In such a situation, and this is the typical one at die end 
of a period of moderate or high prosperity, it is clear diat 
the driving force which causes a decline in income is the 
sharp reduction in investment expenditures; and as soon as 
this occurs, a price dispersion develops between die cyclically 
flexible prices of agricultural and raiv material commodities 
on the one side, and the cyclically rigid prices of many fin- 
ished products on the other. The price dispersion is not the 
cnisc of the depression. It is a result of the decline in the 
national income and in employment caused by the inidal 
decline in invcsiincnt expenditures. 

Consider now the question whether in such a situation a 
progiam designed to make the administered prices as tycli- 
cally flexible as those of agricultural and some other raw ma- 
terials would improve matters and cure the depression. 

It is not possible to make a general statement about cveiy 
individual commodity or every individual industry. In cer- 
tain specific eases, particularly if tlicse rases do not become 
generalized for the economy as a whole, a downward read- 
justment of a rigid administered price may frequently prove 
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pcctcd that, by and laigc, such price and wage declines would 
merely reduce the gross volume of monetary expenditures 
made in tlic cipiul goods and durable consumers' goods area, 
without appreciably affecting the physical volume of output. 
Since these cost payments arc also income receipts of indi- 
viduals, incomes fall along w'ith a decline in costs. In these 
circumsumccs, the effect of the price reduction is merely to 
accelerate the decline in the national income ' and tlius in- 
tensify the dotvnward movement in business activity. More- 
over, the uncertainty created by the disruption of reasonable 
stability and normality with respect to the industrial price 
and wage structure would only serve to intensify the already 
unfavorable business expectations engendered by the decline 
in investment. 

If income and effective demand could be maintained or 
expanded at the moment that costs are reduced, the effect 
would, of course, be different Once the deflationary aspect 
of the cycle has ceased, once the passage of time makes in- 
creasingly necessary the replacement of plant and equipment 
required to maintain the minimum volume of consumption 
purchases, once obsolescence and new developments begin to 
improve ilic outlets for investment it is cerminly clear that 
a reduction in prices in the capital goods industries, made 
possible by cost-reducing improvements effected during the 
depression, would be favorable to expansion. Such price re- 
duction, it should be noted, would conform with the require- 
ments of structural price flexibility. It has to do with i^clical 
price policy, mainly with respect to timing. Similarly, in con- 
junction with a govetjimcntal expansion of public invest- 
ment, a program of cost reduction in the industries directly 
involved svould facilitate expansion of output and cmploy- 


I Reduction In price need not necefmrily lead tc a reduction in money in- 
co.uc For otample, if at llic same time that iori»rations redn^ their pnw 
they maintained^ wage payments by drawing on idle bank balances or other 
cash tcsonrccs, the total incoitie and the money volume of consumption «• 
pendiiura might not decline, and so the pljjsical volume of sales would m- 
uuse. Obviously, there are severe limits to this possibility. 
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Cyclical price flexibility all around, including administered 
prices and wage rates in addition to agricultural prices, under 
the conditions prevailing at the end o£ a boom, might ivell 
acceleiate the doivnswing. The expectation by business and 
consumers that prices will fall tends to generate a cumula- 
tive decline in expenditures and to intensify the downswing. 
There results not only inventory disinvestment, but also the 
curtailment of investment and durable consumers’ expendi- 
tures in the expectation of a further fall in the national in- 
come and in costs and prices.* 

The deflationary movements cannot be remedied by chas- 
ing administered prices and wage rates down to the level of 
agricultural and other flexible prices. It is not possible to 
remedy the disparity in the cost structure by adjusting the 
inflexible prices to the flexible price basis, for diis process 
merely accelerates the decline in income, and this, in turn, 
creates a fresh price disparity. Combined, hoirever, witli 
monetary and fiscal policies designed to maintain tlie total 
volume of consumption and investment e.\penditures, an or- 
derly progi-^m of cost-price readjustment does facilitate re- 
coveiy. In other words, a direct attack must be made upon 
the cycle itself and not merely upon the price dispersion, 
which, for the most part, only reflects tlie cycle movement. 
Cost-price adjustments, thus implemented, are very different 
in their effect on business expectations from a geneial crum- 
bling of prices. How far su^ cost reductions are desirable 
will depend, in part, upon the progress made in cost reduc- 
tion; in other words, upon the extent to which ccitain costs 
and prices have gotten structurally out of line. 

Just as forced cyclical downward adjustments of adminis- 
trative prices are to be avi^ded, so also an advance of admin- 
istrative prices in the upswung is to be avoided. 5uch an 
advance similarly creates business expectations which tend to 


nr rnn.r” “ laigc iiumbcT of priccs which. for owc r--.wn 

or another, are fairly insensitive to economic foiccs. at least ovei short periods. 

moie nnwfrV i®''" “"i® ““e prices do not 

*" »)n.pathy with the rest-thcy may ronsequentiy 
-^"■cnse a stabilwmg influence.” J. R. Hicks. Value and Capital, p. 865. ^ 
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cause the accumulation of excessive inventories, leading to 
subsequent relapses. 

In the upswing, price advances are not justified, strictly 
speaking, from the standpoint of tlie cycle movement. At any 
rate, no price advance can be economically justified until the 
industry approximates full capacity, and even then a small 
incre.isc in price may be adequate to stimulate a sufficient 
amount of new investment to satisfy the enlarged demand. If 
a greatly expanded output in a given industry is required, 
tliis itself is an indication of a structural change in the econ- 
omy. 

It follows from the above analysis that price policy ought, 
above all, to be concemed with die problem of structural 
price flexibility. In die event diat dicre is a structural shift 
in demand, involving an increased output of a cei tain indus- 
tr)’, it may well be that a price advance is necessary in order 
to divert productive resources, including capital, into this 
expanding area. Such a situadon would reveal itself in a 
genuine scarcity of the product in teiUis of the insufficient 
capacity of the industry to supply the demand. 

Structural price flexibility involves the continuous adjust- 
ment of price to unit costs. Under the impact of changes in 
tcclmology, the unit cost of some commodities fall, while 
the unit costs of odier commodities are necessarily incieased. 
This is peculiarly true in vieiv of a fairly persistent wage 
structure which holds wjige rates in different occupadons ap- 
proximately in line, regardless of the technological develop- 
ments in different areas of die economy. Note needs here to 
be made of the fact that structural price flexibility avoids 
the difficulty of the variadon in unit costs according to fluc- 
tuations in output. Structural price fle.\ibility implies the 
adjustment of prices to unit costs at a nom'al percentage of 
capacity production. 

With respect to wage rates, it should first of all be noted 
that diroughout the last hundred years wage rates have ex- 
hibited an upward trend relative to the commodity price 
level. This, of course, is a reflection of technological rhange 
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by which labor costs have been kept down despite the ad- 
vance in wage rates. The general fact is, then, that as far as 
the long-run trend is concerned, technological iinproveincnts, 
under a condition of stable commodity prices, justify a ris- 
ing wage rate trend. 

Just as cyclicil price flexibility may intensify the cjxlical 
problem because of the effect of such price changes upon 
business expectations, so sharp wage reductions arc likely to 
be deflationary. It was not altogether an accident that the 
most violent deflationary mos'ement in the Great Depression 
came in 1931 in the midst of wholesale wage cuts. Economic 
thought in recent years, led by the S\\’cdish and more re- 
cently the English economists, is coming more and more to 


the conclusion that a relatively high degree of wage stability 

from the cyclicil suindpoint is the preferable svage poliq-. 

It follou’s from this that, if the long-run trend of sv.ige rates 

may be expected to rise relative to commodity prices, in view 

of increasing productivity, such an advance ought to occur 

in the upswing phase of die cycle, in other words, in pcrioils 

of rising output when unit costs normally tend to decline. 

Assuming continued changes in technique, the community 

needs to be educated to understand that an increase in tvage 

rates in the upswing phase is perfectly compatible with price 

stability, in so far as the advance in wage rates does not e.x- 

cecd the offsetting increase in productivity springing from 

technological developments. Wage advances, therefore, do 

not in themselves justify a price increase. In general, the 

public and employers arc inclined to take the rigid jiosition 

that w^e advances and price advances inevitably go hand in 

hand; Tins is certainly cwoncous and leads to wrong price 

policies. The advance in wage rates, it is true, docs frequently 

necessitate structural price adjustments as between different 

us nes y reason of the relatively fixed wage structure in 

differentials on the one hand, and the 

S die ;<=dinological progress in s-arious sectors 

ot the economy on tlie other. 
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It is quite impossible for administrative agencies to deter- 
mine accurately the appropriate price or the appropriate 
wage. The flexible functioning of the economy requires tliat 
this be left largely to the private deteimination of the parties 
conceiued. It is. however, probable that better price and wage 
policies could be implemented by a governmental review of 
proposed price or wage increases. The burden of proof would 
then be put upon the indusUy or the trade-union to show 
that the facts in the economic situation really justified the 
price or wage increase. In the ease of wage rates, this problem 
has been attacked in various countries through the instru- 
mentality of labor courts and through boards of compulsoiy 
or voluntary arbitration. The problem is, indeed, a difficult 
one and requires a high degree of voluntary participation 
through collective baigaining units. Experience indicates the 
greatest measure of successful achievement where the respon- 
sibility for the deteiinination of the rate has been placed 
upon the parties involved the employers and the employees 
or their representatives. The problem confronting a price 
review board would seem to be relatively simpler than that 
confronting a wage review board. In most cases, it should 
not be too difficult to detei«>ine whether a general price 
advance in an indusUy is justified by the economic situa- 
tion. Particularly is this the case if it be admitted that cycli- 
cal price adjustment is, on the whole, an unsound policy, 
and that price adjustment should, be reserved mainly for 
changes required by reason of structural movements inci- 
dent to differential rates of technological progress in dilTcient 
sectois of the economy. 

From the sUndpoint of prolonged underutilizatibn of re- 
sources, or more or less chronic depression, it is equally to be 
doubted that a realistic solution can be found in price reduc- 
tion designed to bring about expansion of output in the 
various separate industries. The individual industry could, 
indeed, afford to reduce the pjjces of its commodities if it 
could reasonably assume that it is confronted by an elastic 
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demand situation. This, in point of fact, however, is usually 
not the rase. New product industries are, of course, typirally 
confronted during the period of their development with an 
elastic demand situation. This was the rase witli respect to the 
automobile industry, up to, say, the middle twenties, the 
radio indusuy until a few years ago, and currently the electiic 
shaver. But most industries are confronted, at best, rvith a 
unit elasticity of demand. This means that a price reduction 
will bring no increase in the dollar volume of sales, while 
at the same time the expanded output clearly results in some 
increase in the total money cost. Thus, each individual In- 
dus Uy in a condition of chronic depression is unable to con- 
tribute to expansion by price reduction. The expansion of 
earh industry calls for a general increase in effective demand. 
The increase in effective demand cannot be achieved via a 
progi-<m of price reduction in each individual indusLiy. It 
can be achieved only by an expansion in tlie area which is 
fundamentally responsible for the low level of income and 
employment, namely, an expansion of investment. 

A full recovery requires an expansion of investment quite 
independent of the cuircut level of output, employment, 
consumption, and income. These outside independent in- 
vestments must spring from new technological developments 
cost-reducing improvements that call for capital outlays, 
the development of new products, the growth of new indus- 
tries or else new areas of investment must be made possible 
through monetary policy or fiscal policy. As income rises, 
replacement investment expenditures will add impetus to 
the upswing. With a generctl expansion of effective demand, 
it is important, however, that the increased demand shall 
not at once be offset by an increase in prices, thus forestalling 
any volume expansion which otliei wise might be expected. 
The increased effective deniand can eventuate in increased 
volume and increased e>'iployiuent only on the assumption 
t at prices re, i lain stable or are reduced if and when increased 
productivity justifies a price reduction from tlie standpoint 
of structural price flexibility. 
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The Income Elasticity of Demand for Consumption 
Goods 


The argument is fiequently made that the persistence, 
even under modern high standards of living, of a large vol- 
ume of unfilled consumer wants in and of itself guarantees 
full employment of resources, provided only that the price 
system is functioning properly. 

This analysis overlooks the fundamental fact that people 
desire to save a part of their income and that they would 
wish to continue to do so, regardless of how low the prices 
of consumption goods might fall relative to money income. 
Indeed, the higher the real income, the greater the amount 
saved tends to be. It is true, as the data analyzed in The 
Structure of the American Economy, Part I, reveal, that 
American experience, and, indeed, that of other countries, 
indicates rising consumption in almost all lines as income 
increases. But it is equally true, as is shown on page 91 of 
the same volume, that with higher incomes a larger and larger 
amount is saved. Cyclically, the percentage of income saved 
rises and falls as income rises and falls. If, however, one con- 
centrates attention exclusively upon the rising secular ttend 
in real income, there is no conclusive evidence that a higher 
percentage of income is saved now than forurerly. But if we 
save the same percentage of income (at corresponding phases 
of the cycle) as in earlier periods, it follows that the amount 
saved is higher, since real incomes have risen. 

It does not follow, therefore, that the mere persistence 
or consumer wants will automatically ensure a sufficient mar- 
ket to absorb all the output which the economy is able to 
produce. In an economy which even at full employment ron- 
sumed all of its income," this might, indeed, be the case. But 


« Such an econouiy would still be able, through the expenditure ot its depre- 
sSucnanecoTOiuj « _p},ai equipment. If capital-saving in- 

dation allowan^, to P „ preductivity in the 

''“^°l"t,t!dsTndu«tries the «p<-nditure of dci„er!:.tion allowances may 
“rilhf^redntive capfdty o^f the stock of ctpital goods without any net 


6aving. 
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in a society in which people desire to save, it is only at very 
low income levels tliat they tvill consume their entire income. 
At higher income levels a considerable portion of the income 
is set aside as savings. 

Thus, when all the resources are employed, it would be 
necessary that the stream of savings at tlie full income level 
should be offset by a volume of net investment in new capi- 
tal goods commensurate with the stream of savings. 

It is extremely imporfant to see clearly that the mere fact 
that the public desires to save in no way ensures automatically 
that there -will be a corresponding and offsetting demand for 
savings in the fonn of investment expenditures on capital 
goods. This follows from the fact that, whatever the level of 
income, it is clear that the maintenance of any income level 
requires no net additional investment at all, but merely re- 
placement investment expenditures. Savings, however, if they 
are to be utilized, must be expended on net investment, since 
replacement capital expenditures are merely a part of con- 
sumption, constituting as they do simply an indirect way of 
utilising the labor resources, in the production of final con- 
sumption goods. Thus, while savings are a function of the 
income level, investment is in no sense a function of this 
level.“ Net investment, on the conUdry, is a function of (a) 
economic progress, including new developments in the field 
of technology, discovei y of new resources, the opening up of 
new teiiitory, and the growth of population, and (b) changes 
in the rate of interest (brought about, for example, by mone- 
tary policy) independent of changes in tlirift. Changes in 
these factors account for and make economically feasible net 
investment expenditures. 

It is impori'S’ut to di.stinguish betiveen price elasticity of 


IK It is tnie that a change of incouic botii one level to another, higher or 
lowci, will, during the intuvul of change, aifcct investment. A change in in- 
wme induces fluctuations in inv&lment. ThU is the relationship involved in 
the well-knowi, Prmaple of AcederaUon. A shift from a chronically depressed 

“ considerable in- 

lomatton But once this additional capital 
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dell land for consumption goods and income elasticity of de- 
rnand for consumption goods. Those %vho suess the function- 
ing of the price system are likely to overlook the elasticity of 
demand for consumption goods with respect to income. They 
fail to recognize that, while consumption of a specific com- 
modity is a function of pilce, consumption as a whole is fun- 
damentally a function of income. The mere existence of con- 
sumer wants, and the mere fact that with largei incomes more 
is consumed, do not of themselves ensure the full utilization 
of the productive resources. What is required is that the gap 
between the volume of consumption at a full income level, 
which gap is fixed by the savings pattcin of the community, 
must be filled by investment expenditures. And these in- 
vestment expenditures have no relation per se to the level 
of income or of consumption expenditures, but are deter- 
mined by outside factors having to do with changes in the 
real factors inherent in economic progiess and, under ceuain 
conditions, with changes in the rate of interest. 

According to the static economic analysis, it is assumed 
that an increase in saving ■would bring about a decline in the 
rate of interest, and that this decline in the rate of inteiest 
would itself open up new investment outlets. The defect in 
thi.s type of analysis is that it faili to take account of the 
dynamics of the problem- It fails to take account of the 
impact of an increase in thrift upon consumption expendi- 
tures and, therefore, upon the income level. An increase in 
thrift at any income level of necessity must cause a decline 
in consumption expenditures, and this decline would result 
in a fall in the demand for replacement investment and thus 
accelerate the decline in income.“ It is true that a low level 
of income would bring about a decline in the rate of interest. 

11 An inuf-Kse in thriftiness on the part of individuals does not nc.^s-riry 
result in an inw,.ased (low of aKgresute savings. For, if the decisions of indi- 
viduals to save result in the contraction of consumption expenditures. syct> 
decline in consumption may so affect the national income that the realized 
savings of others in the economy are reduced. Thus, an inuCase in ihnfimess 
may cause a decline in the realized aggieg-te savings of the Luuiniunity u a 
whole: and. convcisdy, an incic«e in the propensity to consume (a decline 
in the propensity to save) may enhance the agg.egate flow of savings. 
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The low rate of interest is. however, tlie result of the fact 
that the economy is depressed. The depressed condition 
causes the low rate of interest, and the rate of interest con- 
tinues low only as long as the economy is depressed. Under 
tliese circumstances, tlie decline in the rate of interest will 
not stimulate investment sufficiently and, therefore, cannot 
bring the economy back to full employment. 

This is not to say that a low rate of interest achieved 
through monetary policy has no effect upon the volume of 
investment. If one assumes no cliange in tliriftincss and, 
therefore, no decline in tlie volume of consumption expendi- 
tures, a hill in tlie rate of interest brought about through the 
action of the monetary autliority would inject a positive new 
factor into the situation. Consumption e.xpcnditures being 
maintained, die low rate of interest might in certain areas 
bring about an expansion of investment. 

There is increasingly, however, consideiable doubt among 
economists as to how effective, even under tliese circum- 
stances, the low rate of interest would be, at least within 
realirable limits, as a means of increasing investment and, 
therefore, income. The fact seems to be diat with respect to 
short-lived capital goods, such as machinery, the rate of in- 
terest within realizable limits, of, say, 2 to 7 per cent, is not 
an important consideration. Decisions to make new capital 
outlays are made on quite a rough basis, such as dial a ma- 
chine must be able to pay for itself within four or five years. 
These consideiations are so rough and uncertain and the 
time element is so short that obviously the rate of interest 
has little bearing upon sucli decisions. The rate of interest 
clearly has a more important bearing upon very durable, 
long-term, fixed capital projects, such as public utilities, rail- 
Toads, and building structures. But in this area one encounters 
the important offsetting fact that die longer die project in 
question, the more uncertain is the future. Risk, therefore, 
looms as an ovenvhelmingly important consideration and 

ecomes in many rases a more important detemiinant of in- 
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vestment than modeiate variations in the rate of inteiest 
Next we tum to the problem of how effective a lowCi rate 
of interest may be in deflecting the flow of savings into laiger 
consumption expenditures. It has long been recogmVed by 
economists that a lower rate of interest may or rnay not, 
accorfling to fUfferent circumstances, tend to induce individ- 
uals to save a smaller proportion of incouie. One of the im- 
poriant motives for saving has found expression in modeiii 
times in the dramatic rise of life insurance. In so fer as one 
saves for this purpose, it is clear that the lower the rate of 
interest, the greater is the incentive to save, since the purpose 
of saving is to make adequate provision for old age or lor 
dependents. The lower the rate of interest, the gi eater Ae 
amount of saving required. The increasing siguifieance of life 


i*On tti). point Prater J. R. Hicks, in his rtc--t volume on Falue and 

CahiW, OxTord Oniyu.Jty Prxjs, 1939 , says: 

"So long as we are oancuued with moTciuenis of rates of inters.! which call 
within the orHiniry range of such niovv.iients, say bctwcv^ two per cent and 
Sc^ar per cent per anniim, the efferts of such rhanges ... in the near futu.e 
wiU be v«/ siight. Very often they will be slight enough tor the business man 
to neglect them altogether; and it is only in a|.ccial eases that they are likdy 
to have mueii apprtrable effect on business policy. . . . The Iragth of time 
for which an enticureneur will be piq-ared to plan ahead dcp-ids u^n 
leehnital enndiUons (in somc kinds of business it is wore neiys-Ty to plan 
ahead than in Others) ... but it also dcpOids in a ve»jf im^iunt way on 
risk. . . . Now the farther ahead the fuliua output is, the laigc. th.s mk 
allowance is likely to become . . . : after a cUain point, ttaclore, the risk 
allonaiiee wUl become so large as to wipe out any poss.ble gams and the 

errejive 'expect-d price' will become nfl But it u these vmy out^u 

upon s»ho<e puH interest must mainly rely if it is to cause lar^ 

ii^e plan: we now see -hat thdr putt is likely to be much 

might have expected. Intelsat is too weak for it to have much 

ncM future; i^is too strong to enable inter rJl to have much inffuence on 

the far future: what plare is left for interest *>P^e 

How far it can find a plare dep -ds 04,011 the sUength of the risk facto.. 

and that, as we have str-, is largely “ J" ® 

_} , Tk^snnii* will live IiOiu to jnouth; if they do> '•nanges in uie 

about) mn have IMe 

Sauenci ^“heir conduct. In a state of the o*er hand. Ak 

allowances are much smaller; and a space wiU probably be left bctwfcu to 
!“°ri^here intercrl is ineircri:,e. within which it cm have a signifimut m- 

ffuimce. . . 
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insurance premiums in the flow of savings indicates that a 
low rate of interest may be a stimulus to savings rather than 
a factor deflecting savings into larger consumption expendi- 
tures. 

On the otlier side, it has been asserted tliat a low rate of 
interest of itself tends to redistribute income. The return to 
properly is less; tlie return to labor is more. But the jlistribu- 
tion of income is relatively little determined by the yield 
accruing to creditors. It is much more tire result of factors 
operative in the active productive process. The far-reaching 
and ramifying rewards of entrepreneurship, broadly con- 
ceived, are more important in the distribution of income 
than the yields on loan capital. 

Thus, we are confronted rvith the fact that in a world of 
high risk, a low rate of interest is relatively ineffective as a 
stimulant to long-term fixed investment. On the other side, 
the effect of a low rate of interest on savings is a mixed one. 
To some extent, a low rate of interest stimulates saving, par- 
ticularly in such arpac as life insurance savings. In some re- 
spects, a low rate of interest tends to reduce the volume of 
savings. On balance, it is not at all clear how effective a low 
rate of interest is in deflecting tlie flow of savings into con- 
sumption. Moreover, tlie adjustment process is a slow and 
difficult one. 

Thus, the existing state of abstract tlieorizing about the 
rate of interest leaves us veiy uncertain about its possible 
effect on the volume of investment and consumption, while 
statistical and rase studies enhance tliis skepticism.** 


Prices and Wage Rales 

It is sometimes asserted that clironic unemployment of re- 
sources must indicate that prices are too high in relation to 

** h Meade and P. W. S. Andrews, "Sumniary of Replies to Questions 
t n Rates,” Oxfoirl Fronomic Papes. No. i; J. F. Ebcsole, 

A r!. c." “P°n Entrepreneurial Decisions in Business— 
A r se Study, Ha.jatd Bm. Rev. Volume XVII, pp. 35-39; J. Tinbcrcei,, An 
Econometnc Approach to Business Cycle Problems, Paris, 1937. ^ 
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the level of purchasing power. On the one side, it is said that 
this situation could be remedied by a progressive reduction 
of prices, while others assert that the appropriate remedy is 
an increase in wages. With respect to this type of reason- 
ing, some comments are necessary at the outset to ensure the 
avoidance of cenain misunderstandings. 

To begin with, it is ceiiainly clear that high monopoly 
prices, for exarnple, may have the effect of reducing the vol- 
ume of employment. Monopoly pi ices tend to reduce the 
re!*! pureharing power of wage earners and to enhance profits. 
This abnoiiiial distribution of income tends, accordingly, to 


reduce the flow of consumption expenditures and to increase 
savings. Accordingly, if monopoly prices are reduced to the 
level of competitive prices, consumption will be incj eased 
and employuient will tend to rise. 

Equally, it is clear that employment will tend to rise when 
consumers’ goods prices fall incident to a technological in- 
novation which reduces unit cost. This manner of stating 
the case, however, confuses somewhat the causal relationship 
bettveen the variables involved. The fact is that both lower 
consumers’ goods prices and inueased employment follow 
from the technological innovations. The cost-reduring inno- 
vation induces new investment, and this results in an increase 
in e.iiployuient while the new investment is made, and, sub- 
sequently, in a reduction in consumers’ goods pilces after the 
new investment pours out an increased production of goods. 
Thus, the reduction in consumers’ goods prices is not the 
cause of the increased employment, but is the end result of 
the expansion of investment and output inddent to' the 

change in technology. . , , • i 

In the absence of monopoly prices or of technologiral 
change, price reductions cannot be used as a means to in-, 
crease employment. If competitive prices are arbitrarily r^ 
duced, wage rates remaining unchanged, marginal firms tvill 
be driven out of business, and disinvestment will occur, caus- 
ing a reduction in employment. It is quite impossible to care 
the problem of unemployment by reliance upon the po en- 
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fially laigei' purchasing power which, it is a’isumed, ivill ap- 
pear if prices are arbitrarily reduced below the point deter- 
rnined by competition. 

A peifectly flexible price system, undisturbed by techno- 
logical rhange, will always tend toward an equilibrium po- 
sition in which there is no net investment. But there is notli- 
ing in the functioning of a perfectly flexible compedtive 
price system that yields a distribution of income which will 
<*n<!ure a consumption function which makes tliis condition 
compatible witli full employment. 

The argument which finds a solution in wage rate increases, 
prices remaining tlie same, encounters precisely the same dif- 
ficulties as those raised above. Indeed, tlie two proposals are 
essentially alike. A decrease in prices, wage rates and tech- 
nology remaining tlie same, is essentially tlie same thing as 
an increase in wage rates, prices and tedinology remaining 
unchanged. 


Sometimes it is argued that we are suffering from both 
too high prices and too high wage rates. But this is not pos- 
sible. If prices are too liigh, that in essence means tliat wages 
are too low. If wages are too high, that in essence means that 
prices are too low. They cannot both be too high in tlie 
economy as a whole. 

Finally, we encounter the aigument tliat a reduction in 
wage rates can bring about an increase in investment ade 
quate to produce full employment, whatever tlie consump- 
uon function. It is, of course, true tliat wage reductions in a 
specific mdusLiy, such as residential building, may stimulate 
employment. But that is not the argument. The tliesis under 
considerauon is that, starting Lorn a balanced wage struc- 
ture, a general all-around reduction in wages can increase 

employment. 

mat IS overlooked in this type of reasoning is tlie fact 
it ’■eduction IS a two-edged sword. On die one side 

demand^ ■ reduces 

wouldtril'” I ’ '' tha? employment 

would increase when wages are cut. then, of course, unit costs 
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■would fall while dei>iand was sustained. But this assumes the 
result which is sought. The rvage reduction cuts both cost 
and de.Mand, and this rhange cannot assure any inciease in 
employment. 

The case may also be stated in teims of the effect of wage 
rhanges upon the degree of capital intensity in the process of 
production. From this standpoint, the argument shifts, how- 
ever, and it is urged that wage reductions will tend to re- 
^ttce investment and employment, since lower "wage rates 
ivill tend to make the less capitalistic processes those using 
much labor and little capital — ^more profitable than the more 
capitalistic ones. Thus, investuient would decline. But this 
argiiment overlooks the fact that, unless there is a change in 
technique or in the rate of interest, there is nothing in the 
change in wage rates which can alter the relation of costs 
(and, hence, of prices) in the less capitalistic industries com- 
pared with those that are more capitalistic. 

If wages and interest are the only ultimate costs, then a 
doubling of the wage rate in a highly capitalistic indusUy 
doubles the unit cost, inteiest rates remaining unchanged, 
precisely as the unit cost will also be doubled in an indusUy 
employing only labor. If, however, rvage increases occur in 
the final goods industries, but not in the industries making 
the machines producing the final goods, then, of course, such 
a wage inucase tvill tend to stimulate investment in machines 
in order to economiye on labor. But this is a special case and 
cannot be applied to general all-around wage increases. In 
fact, the case just cited could equally well be stated in teims 
of a wage reduction in the machine-making industry rvith 
no change in wages in the final goods industry. Thus, the two 
seemingly contradictoi y arguments, as often popularly stated 

(i) that wage increases will stimulate investment and (a) 
that wage reductions will stimulate investment are really 
identical. Both arguments assume a change in the level of 
wages in the final goods industries relative to the machine- 
producing industries so as to favor the introduction of ma- 
chjnexy, thereby making the process of production more cap- 
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Thus, depending on which wage rates one is talking 
about, the argument that wage changes stimulate investment 
can be stated either in teims of wage increases or ivage de- 
creases. Obviously, the argument cannot apply to all-around 
wage inci eases or decreases in tlie economy as a whole. 

Conclusions with Respect to Price Policy 

At any rate, it is definitely clear that the mere fact that 
there are seemingly unlimited consumer wants rpnnot of it- 
self ensure full employment of resources even with the most 
peifectly functioning piice system. Tliis is true for any so- 
ciety which does not consume its entire output.^* In a soci- 
ety where people desire to save, the mere fact of unlimited 
consumer wants will not of itself bring about full employ- 
ment of resources. The savings process per se does not auto- 
matically develop a corresponding offsetting flow of invest- 
ment. An increase in thriftiness not only reduces consumption 
expenditures, but tends to diminish investment opportuni- 
ties. The volume of net investment, ivith the qualifications 
noted, is independent of the level of consumption and sav- 
ing. Investment outlets are created by technological progress 
and, to some extent, by monetary policy designed to lower the 
rate of interest. Since the efficacy of the latter is very much 
to be questioned, for the reasons indicated above, it folloivs 
that the gap betiveen a full income level and the consumption 
expenditures which individuals are willing to make at that 
income level may or may not be filled by investment expendi- 
tures induced, as they largely are, by the more or less acci- 
dental development of technological factora. Positive gov- 
ernmental action, partly in Uie foim of monetary and fiscal 
policy, will be necessary at times to stimulate and supplement 
p va e investment, so that the gap between tlie potentially 

the 

The trend of economic tvnimllcd consumption and saving, 

doubton “"""6 the last hm, century cas« serious 
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lealbable full income and voluntary consumption sball be 
tolerably well filled." 

Price^poliqr is not likely to be adequate either to control 
the business cycle or to ensure reasonably full eniployment 
of resources. As far as the cycle is concerned, a do^vnward 
adjusUuent of rigid pilces for the economy as a whole is not 
an adequate reniedy, and, indeed, under many circumstances 
might well be positively haimful. In the recoveiy phase it is 
equally important that cyclical price advances shall not be 
made. Appropriate price policy fiom the cyclical standpoint 
ought to aim at relative price stability both in the dorvnswing 
and in the upswing, while general cycle policy should seek to 
minimwe price dispersion as far as possible by the mainte- 
nance of general effective demand on a high level. From the 
long-run standpoint, or the standpoint of the changing sLiuc- 
ture of the economy, price policy ought to aim to achieve a 
continuous adjustment of prices between diffeient coitimodi- 
ties coiiesponding to structural changes in the unit cost of 
production. Without such adjustment, uneconomic utiliza- 
tion of the productive resources would result. Thus, while 
price policy does play an important role, it does not consti- 
tute an adequate remedy for the business uycle and for chronic 
underutiliTation of resources. Price policy must be integiated 
with monetary and fiscal policies. It is mainly upon these lat- 
ter that reliance must be placed to prevent any large decline 
in business activity and in the national income. If this is 
done, cyclical price dispeision between cycle-sencitive com- 
modities and cycle-insensitive commodities tvill be greatly 
minimi7ed. From the long-run standpoint, reasonably full 

r»Sce my paper "Feonon'ic Fx 06 “-" l>edining Population GiOwlh,'* 
American Economic Revieta, March, 1939, pp. 13-15. for a HiVnusion of the 
possible rtsngcis of poshing icwurc./. by goveiumental measures, so dose to 
full employ, oent that the conuol of costs beooiues difficult. Iinpic-,ed with the 
"stubborn economic realities of a rapidly changing world, on the one side, 
and the frailties of h"mnn nature in its powc, to make the appropriate adapta- 
tion to change. On the other,” we may "piefe, to take a couisc *at risks neither 
a negative policy nor a of o>Uc\-Llve 
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uiiliz^tion of the productive resources will hicilitate the adap- 
tation of individu:>l prices to structural changes incident to 
the differential rates of terbnjcal progress in diflFerent indus- 
tries. 
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INVESTMENT INCENTIVES 
PAST AND PRESENT 






Chapter XVI 

THE ROLE OF INVESTMENT IN 
THE MODERN ECONOMY 


I N fprlier chapters we have considered the sperial role of 
private inveslmcnt as a dynamic factor controlling the 
rise and fall of income. We have explained that, by and 
large, consumption plays a passive role, rising and falling 
according as income rises and falls. Thus, in a noninterven- 
tionist society full rfliance, in effect, hau to be placed upon 
private investment as the means to secure full employment. 

Private consumption, except for minor qualifications, is 
detei mined by the level of private income, and ran, thcxe- 
fore, not play a dynamic, active role in securing full employ- 
ment. If consumption is to play such a role, supplementing 
the active role of private investment, it is nece<!sary to invoke 
the aid of govci-'ment. Community consumption expendi- 
tures, or publicly financed private consumption expenditures 
(snrh as relief for the unemployed), need not be conditioned 
by the level of cunently received private income. Thus, 
through govei.iment action, comumption mn be made to 
play an active, jdynumtc role in income creation. 


The Role of Investment 

In this chapter, however, we are particularly conceined 
svith the role of private investment. In the p^t it was al- 
most exclusively private investment svhich railed Ae tune 
and rang the changes in the movement of the cycle. Even 
public expenditures, whether for public investment or for 

S41 
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consumption, regularly followed the lead given by private 
investment. If prosperity prevailed, the society felt itself rich 
enough to embark on public projects. If the economy were 
depressed, public economy was rigorously enforced. Thus, 
in the heyday of capitalism, private investment was king. 

Nor can an inquiry into the current functioning of our 
system of production overlook the continuing predominant 
role of private investment. Admittedly, an investigation into 
the rea«!ons why our society is not functioning as effectively 
as it might, why it is not succeeding in producing the maxi- 
mum output of which it is capable, or in giving foil employ- 
ment to our labor and capital resources, must take account 
of many factors. Yet, any consideration of these problems 
must include not only the theory of imperfect competition 
and the decline of price competition; it must take cognizance 
also of the role of saving and capital outlays in our economy. 

Too frequently, when the functioning of the productive 
process is under consideration, attention is focused almost 


exclusively upon the commodity markets and the price sys- 
tem. To leave an inquiry into the functioning of the econ- 
omy with a consideiation of commodity prices alone would, 
in my judguient, overlook a sector whicli is more important 
than ^y other for an understanding of the operation, the 
maladjustments, and the instability of modem economic life. 

"^e income sueam flotvs day by day to everyone partici- 
pating in the productive process, including tire production 
not only of commodities but also of services of every kind 
and description— trade, professional, and governmental. This 
income stream is large or small according to, the volume of 
purrhases currently made. These purchases are of two kinds: 
one type consists of the purchase of consumption goods and 
‘•yi’® consists of the purchase of capital 
aSrt plant and machinery, public utility 

ina wn’inerclal and residential build- 

Dendimre?^ *erefore, two streams of ex- 

expenditures°f ^ on: one stieam consists of 

expenditures for consumption and the other consists of 
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expenditures on capital outlays on plant and equipmenl 

How large the income sUeam will be, whether $6o billions 
or $100 billions, depends upon the volume o£ these two ex- 
penditure streanri. But the outlay made on capital goods of 
all sorts is the expenditure sU'*am which is mainly responsible 
for the rise and fall of the total income. 

Reasonably full employment and a fairly satisfactory in- 
come level, such as we had in 1923 to igsg, require a quite 
extraordinarily large volume of private investment if no re- 
liance is placed on goveii*ment action. In such a society it 
is the margin of income which is created by private invest- 
ment which fills the gap beoveen prosperity and depression. 
No high level of employment and income has ever, in a non- 
interventionist society, been achieved without a large outlay 
on inventories, equipment, plant and new residennal and 
commercial construction. 

Let us consider what is necessary in order to keep the 
income stream flowing on a high level, once it has reached 
that level. The income received or realised out of the pro- 
ductive process of the prior week or month will either be 
expended for consumption or it will be saved. The part that 
is spent on consumption goods and scivices automatically 
becomes the source of a nesv income sucam. The part that 
is saved may or may not feed into the income sucam, de- 
pending upon whether or not these savings are used either 
by the saver himself or by a bouower for the purchase of capi- 
tal goods. ,11 

But when the national income is already at a low level, 
it avails nothing that under the depressed conditioiM there 
is no excess of savings over investment. What is needed under 
these circumstances is to raise the level of investment, hereby 
increasing the income level out of which a laigei flow of 

savings will spring. ... 1 ,»i .,.,.1 

Assume that the national income is at a 
that savers do not themselves use the funds, or fail to find 
boiiowers who wUl use them to purchase plant, ^q^^nt, 
and other capital goods. Then the income sUeam dries up 
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ha<i SO far made available, once the construction of houses, 
apaUments, office buildings, hotels, school buildings, and 
the like has caught up ivith the growth of the population, 
there remains little that ean profitably be done except to 
maintain the Capital plant already constructed. When this 
point is reached, the boom dies a natural death. 

This is essentially what happened in 1929. Nearly all over 
the world, England excepted, theie had been going on for 
some years a gigantic constructional boom. This was true 
not only of the United States but of Gcimany, France, Can- 
ada, Latin America, and even the Orient. The vigor of this 
boom was due, in part, to the backlog of housing require- 
ments which had accumulated by reason of the cessation of 
building during the war; in part, it was due to the impetus 
to the industriali 7 ation of ba^ward countries which the war 
itself had caused; and, in part, it was due to the giowth of 
new industries. 

The boom of the wentics was a gigantic spurt in capital 
fomiation, in capital outlays. Progress typically is made by 
spurts by leaps and bounds. Progiess typically is discontinu- 
ous, jerky, and lumpy. New developments are exploited to 
the full, and then the boom dies. It peters out because a 
saturation point has temporarily been reached. The spurt 
cannot last at the pace set. 

It is not difficult to see that if we had kept on constructing 
office buildings, apatUuents, hotels, houses, commciilal and 
industrial structures, and the like, at the rate they were be- 
ing constructed in the late twenties, we should veiy soon have 
bankrupted all the otvners of old propei Ly. 

For a time there was no room left for further plant ex- 
pansion or for other new capital outlays. It takes time be- 
fore new developments can again accumulate, before the dis- 
coveiy of new techniques, new resources, new indusLues, 
and the growth of population can again set the stage for an- 
other boom. 

In the depression, even a severe one, gioss rapital outlays, 
including plant replacement and reircwals, will not sink to 
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piivate investment outlets are concczued, tliis requires con- 
tinuous technological progiess, the rise of new industries, the 
discoveiy of new resources, the growth of population, or a 
combination of several or all of these developments. 

A Century of Expansion 

One overwhelmingly important fact characterized the cen- 
tuiy which preceded the first World War. It was a unique 
epoch. It was a century of rapid expansion into new teiii- 
toiy, and it was a century of prodigious giowth of popnla- 
tion. Population poured into America, into the gieat West, 
into Brazil, the Argentine, Canada, Australia, and flowed 
back fiom the agricultural communities into giant urban 
centers which gicw and fed on this expansion. This one cen- 
tral fact of growth and expansion dominated the whole of 
economic life. It minimized the risk of new ventures. If 
optimism had carried railroad building too far at the mo- 
ment, if a city had tempoiarily overbuilt, the damage was 
shoit lived. Expansion and giowth soon made good the er- 
lor. Businessmen could look far into the future rvith gigantic 
plants, mth anticipatory capital outlays, with investment 
plans which had no relation to the present, and which were 
based upon the expectation of giowth and expansion. 

It is important to reduce to the utmost possible extent 
the risk and uncertainty that confront the bttsiness com- 
munity. The modem world, even apart from ivar, is loaded 
with a high risk factor. We are living in a period of rapid in- 
stitutional change in our inten'al economy. 

In our complicated modem world we are confronted tvith 
intricate and seemingly insoluble problems of human or- 
ganization. We are in process of developing new institutions 
controlling the relations of employers and employees. The 
Social Security Act, the regulations of the capital market, 
of public utilities, and the like, confront b’jsiness executives 
with new and difficult problems. For the most part, these 
changes in our institutional airangements are, in some foun 






Chapter XVII 

EXTENSIVE AND INTENSIVE 
EXPANSION 


r jriHROUGHOUT the jnodeui era, ceaseless change ha? 

I been the lasv of economic life. Evcij' period is, in 
JL some sense, a period of transition. The swift sueam 
of events in the last quarter century offers, however, over- 
whelming testimony in support of the thesis that the eco- 
nomic order of the Westeiu world is undcigoing in this 
geneiation a structural change no less basic and profound in 
character than that transfoiniation of economic life and in- 
stitutions which we are wont to designate loosely by the 
phrase “the Industrial Revolution.” We are passing, so to 
speak, over a divide which separates the gteat era of grosvth 
and expansion of the nineteenth century Lum an era svhich 
no man, unwilling to embark on pure conjecture, ran as yet 
rbaracterize svith darity or precision. We arc moving ssviftly 
out of the order in which those of our generation wete 
brought up, into no one knows what 

Overwhelmingly signffirant, but as yet all too little con- 
sidered fay economists, is the profound change which we are 
currently undergoing in the rate of extensive <xpansion. It 
is impoUant to intcg»atc population growth int»mately with 
the other factors making for expansion, including tCintonal 
expansion and technological progress. Indeed, it can scarcdy 
be questioned that a continued giowth of populauon at me 
rate experienced in the nineteenth century would rapidly 
present insoluble problems. This, of course, is due to the fart 
that we no longer have the rapid extensive expansion ton- 
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population giowth. This, indeed, is also the inteipretation 
suggested by the National Resources Committee, which re- 
cently issued an exhaustive statistical inquiry into cunent 
and prospective changes in population giowth. In a funda- 
mental sense, this conclusion is, 1 think, thoroughly sound; 
for we r?nnot look with equanimity upon a continued growth 
of population in a ivorld in which tenitoiial expansion is 
largely past. But it would be an unwarranted optimism, 
nevertheless, to deny that there are implicit, in the cunent 
drastic shift from rapid expansion to cessation of population 
growth, serious structural maladjustments which ran be 
avoided or mitigated only if economic policies, appropriate 
to the changed situation, are applied. Indeed, in this shift 
must be sought a basic cause of not a few of the develop- 


ments in our changing economy. 

Adam Smith regarded growth of population as at once a 
consequence and a cause of economic progress. Increasing 
division of labor would, he argued, bring about greater pro- 
ductivity, and this would furnish an enlarged revenue and 
stock, from which would flow an enlarged wages fund, an 
incicased demand for labor, higher wages, and, therefore, 
economic conditions favorable for population growth. Now, 
a gioiving pop'Wation, by widening the market and by foster- 
ing inventiveness, in turn facilitated, he thought, division of 
labor and so the production of wealth. Thus, he arrived at 
an optimistic conclusion. Population growth, he held, sfmu- 
lated progress and this, in turn, stimulated further ^owth 
and expansion. In contrast, the pessimistic analyses of Mal- 
thus and Ricardo stressed the limitation of natural resources 
and the danger of an increasing population pressing dmvn 
the margin of cultivation to a point at which real income 
would be reduced to a bare subsistence level. In this static 
analysis the more dynamic approach of Adam tni 
quite forgotten. If we wish to get a clear insig t in o 
Gnomic consequences of the current decline m popula- 
tion giowth, it is necessary to return to the su^esuon of 
Adam Smith and to explore more fully the causal mteicon- 
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ploynient Thic view was inspired by a century in which the 
forces of economic progress were powerful and stiong, in 
which investment oudets xvere numerous and alluring. Spiet- 
hoff saw clearly that technological progress, the development 
of neiv industries, the discoveiy of new resources, and the 
opening of new teiiltory were basic causes of the boom, 
which, in turn, was the progenitor of depression. Indeed, 
he believed ihat once the main resources of the globe had 
been discovered and exploited, once the whole world had 
been brought under the sway of the machine technique, the 
leading disturbing factors which underlie the fluctuations 
of the cycle would have spent their force and an era of rela- 
tive economic stability would ppsue. But he did not raise 
the question whether such stability would be achieved at a 
full employment and full income level. 

The business cycle was, par excellence, the problem of the 
nineteenth century. But the main problem of our times, and 
particularly in the United States, is the problem of full em- 
ployiuent. Yet, paradoxical as it may seem, the nineteenth 
century was little concerned with, and understood but dimly, 
the character of the business cycle. Indeed, as long as the 
problem of full employment was not pressing, it was not 
necessary to wony unduly about the tempornry unemploy- 
ment incident to the swings of the cycle. Not until the ^b- 
Ic.ii of full e-iployuient of our productive resources from 
the long-run, secular standpoint was upon us were we com- 
pelled to give serious consideration to those factors and lorce 
in our economy which tend to make business recoveries weak 
and anc.ic and which tend to prolong and deepen the course 
of depressions. This is the essence of secular stagnauon sick 
recoveries which die in their infancy and depressions which 
feed on themselves and leave a hard and seemingly immov- 
able core of unemployment. 

In every great crisis the struggle 

controversy Always there is present the temptation to ex 
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aptly put it. The deepening process ihst more 

capital is used per unit of output, while the widening process 
means that capital formation grows pari passu with the in- 
crease in the output of final goods. If the ratio of real capital 
to real income remains constant, there is no deepening of 
capital; but if this ratio is coiistant and real income rises, then 
there is a widening of capital- 
According to Douglas,* the growth of teal capital foi"ia- 
tion in Fngland Iiom 1875 to igog proceeded at an average 
rate of 2 per cent per annum; and the rate of growth of 
capital foimation in the United States from i8go to igaz 
was 4 per cent per annum. The former is less than the prob- 
able rate of increase of output in England, while the latter 
is somewhat in excess of the annual rise of production in the 
United States. Thus, during the last fifty years or more, 
capital formation for each economy as a whole has apparently 
consisted mainly of a widening of capital- Surprising as it 
may seeiu, as far as we may judge Iroiu such data as are 
available, there has been little, if any, deepening of capital. 
The capital stock has increased approximately in proportion 
to real income. This is also the conclusion of Gustav Gassel; • 
while Keynes * thinks that real capital formation in England 
may have very slightly exceeded the rise in real income in 
the period fiom t8Go to the first World War. If this be true, 
'it follows that, in terms of the time e^ment m producuon, 
which is the very essence of the capital concept, our system 
of production is little more capitalistic now than fitly or 
sCTcnty-five years ago. It requires, in other words, a pmod of 
enmloyment of our productive resources no «r- 

merly to reproduce the total capital stock. The tvaiung, 
so to speak, embodied in our capital accumulations is no 
ereater today than half a century or more ago. Capital has, 
to hbor. n.u., *0 wtacal co- 

"ITS-V™. ■*«"■ ^ 

Eugenia Remew, April. I9S7- 
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giOwth upon capital foi .nation, it is necessary to consider 
the role it plays in conjunction tvitli other factors in the 
widening and deepening process. The widening of capital 
is a function of an increase in final output, which, in turn, 
is due partly to an increase in population and partly to an 
increase in per capita productivity, arising from causes other 
than a larger use of capital per unit of output. On the other 
hand, the deepening of capital results partly from cost-reduc- 
ing changes in technique, partly (though this is probably a 
much less significant factor) from a reduction in the rate of 
interest, and partly from changes in the character of the out- 
put as a whole, with special reference to the amount of 
capital required to produce it. 

Now the rate of population growth must necessarily play 
an important role in determining the character of the output; 
in other words, the composition of the flow of final goods. 
Thus, a rapidly growing population will demand a much 
larger per capita volume of new residential building con- 
struction than will a stationary population. A stationary 
population, with its larger proportion of old people, may 
perhaps demand more personal services; and the composi- 
tion of consumer demand will have an important influence 
on the quantity of capital required. The demand for housing 
calls for large capital outlays, while the demand for personal 
services can be met without making large investment ex- 
penditures. It is, therefore, not unlikely that a shift from a 
rapidly growing population to a stationary or declining one 
may so alter the composition of the final flow of consumption 
goods that the ratio of capital to output, as a whole, svill tend 
to decline. 

Often the question is raised: How can an increase in popula- 
tion per se raise the effective demand? It is not human wants 
which determine the rate of output and cmployrrrent, but ef- 
fective demand. The answer is that investment (and, therefore, 
income and employment) may be increased merely as a result 
oi 3. shift in demand. The pressure of population growth tends 
to shift demand toward housing, and raises rents. But the de- 
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per cent per annuTn. This in^ icase c^n be alliibuted 
mainly to rhanges in te<-hnique and to the exploitation of 
new natural rcsouites. 

We have already noted that capital formation has pro- 
gressed at about the same rate as the rise in aggxegate out- 
put. Thus, as a first approximation, we may say that the 
growth of population in the last half of the nineteenth cen- 
tury was responsible for about 40 per cent of the total volume 
of capital fomiation in western Europe and about 60 per 
cent of the capiul formation in the United States. If this is 
even approximately correct, it will be seen what an im- 
portant outlet for investment is being closed by reason of the 
current rapid deeline in population growth. 

Obviously, the gxowth of population affects capital forma- 
tion most directly in the field of construction, especially resi- 
dential building. But the effect of population giowth on capi- 
tal formation is, of course, felt in other spheres as well. This 
is notably true of all the various municipal and public utili- 
ties, and also of the mannfticture of essential consumers’ 
goods. 

An interesting excursus would lead us into a consideration 
of the problem how feir an increase in population itself con- 
tributed to a more efficient technique and thus was, in part, 
responsible for the rise in per capita leal income. According 
to the old Malthusian view, the growth of population would 
act counter to the effect of technological progiess upon per 
capita productivity, and would thus slow doivn the rise in 
per capita real income. If this were coi/ect, population 
growth considered by itself alone would tend to check the 
rise in per capita consumption, and this, in turn, via the so- 
called Acceleration Principle, would affect the volume of 
capital foxuiation. According to the optimum population 
theory, however, it may not infrequently be the case, ^d 
indeed probably was during the greater part of the nine- 
teenth century, that popttladon growth itself facilitated mass 
production methods and accelerated the progiess of tech- 
nique. If this be correct, population giowth rvas itself re- 
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is likely to be small relative to the volume of British foreign 
investments in the nineteenth century. China and the Orient 
geneidlly offer, in view of the present and prospective turmoil 
in that area, relatively meager investuient opportunities. At 
all events, no one is likely to challenge the statement that 
foreign investment svill, in the next fifty yean, play an in- 
comparably smaller role than was the case in the nineteenth 
century. 

Thus, the outlets for new investment are rapidly narrow- 
ing down to those oeated by the progress of technology. To 
be sure, the progiess of technology itself played in the nine- 
teenth century a decisive role in the opening of new teirl- 
tory and as a stimulus to popnlation giowth. But while 
technology can facilitate the opening of nesv tcmtoiy, it 
cannot cieate a new svorld or make the old one bigger than 
it is. And svhile the advance of science, by reducing the death 
rate, was a major cause of the vast nineteenth-century in- 
crease in population, no important further gains in this di- 
rection can possibly offset the prev.<iHng low birth rate. Thus, 
the further progicss of science can operate to open invest- 
ment outlets only through its direct influence on the tech- 
nique of production. 


Intensive Expansion and New Industries 

We are, thus, rapidly entering a tvorld in which we must 
fall back upon a more rapid advance of technology than in 
the past if we are to find private investment opportunities 
adequate to maintain full employment. Should we accept 
the advice of those who would declare a moratonum on in- 
vention and technical progress, »his one 
for private investment would also be closed. TheiC ca 
no Later error in the analysis of the economic tren.^ of 
our rimes than that which finds in the advance of technology,’ 
broadly conceived, a major cause 
true that we cannot discount the problem 
unemployment, a problem which may be mtcnMfied by the 
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spent their force, it may take a long t-ime before something 
else of equal magnitude emeiges. In fact, nothing has emciged 
in the decade in which we are now living. This basic fact, to- 
gether with the virtual cassation of public investment by state 
and local governmental bodies, as indicated by a decline of 
$2 billions in their net public debt since 193s,® explains in 
large m«<sure the necessary rise in federal expenditures. 

Spiethoff was quite right when he argued that a vigorous 
recoveiy is not just spontaneously bom from the womb of 
the preceding depression. Some small recovery must, indeed, 
arise sooner or later merely because of the gi owing need for 
capital replacement. But a full-fledged recovety calls for 
something more than the mere expenditure of depreciation 
allowances. It requires a laige outlay on new investment, and 
this awaits the development of great new industries and netv 
techniques. 

We have noted that the approaching cessation of popula- 
tion growth and the disappearance of new tcultory for set- 
tlement and exploitation may cut oS a half or more of the 
investment outlets which we were wont to make in the past. 
We are, thus, compelled to fall back upon that measure of 
capital for-iiation which is associated with the advance of 
technique and the rise in per capita output. But current 
institutional developments are restricting even this outlet. 
The growing power of trade-unions and trade associations, 
the development of monopolistic competition, of rivalry for 
the market through expensive peisnasion and advertising, 
instead of through price competition, are factors which have 
rightly of late commanded much attention among econ- 
omists. There is, moreover, the tendency to block the ad- 
vance of technical progress by the shelving of patent. 

Under vigorous price competition, new cost-reducing tech- 
niques were compulsorily introduced even though the scrap- 
ping of obsolete but depreciated machinciy entailed a capital 
loss. But under the monopoly principle of obsolescence new 

^ Debts and Recovery 1919 to 1937, The T,T"itie>l' 0 "tuiy Pund, 1938, 
p. 230. 
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of extensive expansion itself makes intensive expansion more 
difficult. This, however, does not imply an inevitable im- 
passe. Adjustment to the diminished rate of expansion is pos- 
sible, and it becomes the problem of economic policy to 
ascertain how far this adjustment may be expected to take 
place automatieally and how far deliberate action is required, 
and of what rharacter (monetary policy, fiscal policy, cost- 
price policy, etc.), in order to achieve full employment and 
that higher standard of living which a cessation of population 
growth per se presents as a realimble possibility. 




EARLY financing MuhODS 

the ren.arkably rapid emeigence, frequently within a few 
years OT at any rate within a few decades, of enoimous pri- 
vate fortunes, and the rise of gieat neiv industries with which 
these fortunes were often associated. 

Financing in Nineteenth-century Capitalism 

The biogiAphies of rich men in America all conform, in 
large measure, to a certain more or less unifoim type. Typi- 
cally, an eneigetic and ambitious young man, living in an 
environment of rapid expansion, vast unexploited natural 
resources, rapid giowth of jjopnlation, rapid extension into 
new teiiitoiy, and rapid changes in techniques, found an 
opportunity to take advantage of the highly dynamic factors 
in such an economy. Typically, the future captain of indus- 
tiy or financier had the capacity for hard work, the capacity 
to accumulate small savings out of a very small salary or in- 
come, and the imagination to see possibilities for profit in 
the rapidly changing scene about him. Typically, he made 
a small beginning with his orvn resources and, not infre- 
quently, the profits springing from the new entcipiJse or 
fiom the exploitation of virgin resources furnished the en- 
tire capital for a giant new industry. Again and again gieat 
new industries and the private fortunes to which they gave 
rise have grown almost exclusively out of profits plowed 
back into the entei prise. 

In addition to the typical' development from small begin- 
nings, there was the case of the ambitious young man who 
succeeded in bonowing from others the funds necessary for 
the initial and developmental capital. Subsequently, such 
industries also giew mainly from the reinvestment of profite 

fiom internal growth. Falling in one category under this 
geneial class are those industries for which the outside bor- 
rowed capital was obtained from a number of friends, each 
of whom had little capital but had accumulated small sav- 
ings from small incomes. There is, however, another typical 
categoxy in which the enterprising young promoter succeeded 
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of a small assembly unit. Established factories were already 
in existence, prepared to adjust their equipment to the mak- 
ing of bodies and parts. Carnage makers, buggy manufactur- 
ers, machine shops, metalworking factories, woodworking 
mills, eleculcal equipment factories, and rubber goods fac- 
tories all could readily shift from their established trades 
to the requirements of the new automobile industry. Thus, 
the automobile producer was originally essentially a designer 
who placed orders for parts and who assembled the parts into 
the finished automobile. The process of assembling was a 
short one. It required no elaborate plant and equipiuent and, 
therefore, no large fixed capital, it did not even require any 
large amount of working capital, since the pai ls manufactur- 
ers were ready to extend fiom thiiiy to ninety days’ ucdit, 
and this adequately carried the automobile manufectureis 
over the assembling period. Moreover, working capital was 
not required to finance sales, since the demand for the prod- 
uct tvas such that the retail dealers were willing to advance 
a ceilHtn amount of cash and to pay rash on deliveiy. It was 
not even necessary to have working capital invested in any 
large inventories of finished products, since the cars could 
be loaded onto dealers as soon as produced, thus plaring the 
inventoiy burden upon the retailers. All of these conditions 
were peculiarly favoiable for the entrance of small-scale units 
into the field. 

The development of the automobile indusUy illusuates, 
more or less, all of the types referred to. Conspicuously, the 
Ford Motor Company is an illustration of the second type 
a small beginning financed by a small ^oup of individtials, 
all of meagei means. When Ford oigani7ed the Detroit Au- 
tomobile Company, he succeeded in raising the paltry sum 
of ten thousand dollars in ca«h to finance the venture. Dis- 
satisfied with this orgduiaation, a few years later he oiganired 
the Henry Ford Automobile Company, and this time he 
raised horn individuals with small means the almost equally 
insignificant sum of thiUy-eight thousand dollars. When he 
finally oiganired the Ford Motor Company, small subsenp- 
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tions were obtained from several individuals, including the 
Dodge brothers, marhine shop proprietors; Malcolmcon, a 
coal dealer; Cousen'!, a clerk in Ae Malcolmson fimi; and a 
few other friends and a'ssoriates. Each contributed sniall sums 
ranging from one thousand dollars to five tliousand dollars 
in each or in promissory notes. All told, only twenty-eight 
thousand dollars was collected in each, and an additional 
twenty-one tho"sand was subscribed in the foim of promis- 
sory notes. From these relatively small savings of men of small 
mpans grew, by the reinvestment of profits, the vast Ford 
propel Lies. 

Of other successful fimic, Hudson was started with a small 
capital of ten thousand dollars collected from individuals 
of small means. 

Many of the companies sprang from established related in- 
dustries. Thus, Buick began with tlie enixdnce of a parts 
manufacturer into the automobile field, was later taken over 
by the Flint Wagon Works, and was subsequently reorgan- 
i/ed by Durant, a carriage manufacturer. Cadillac started 
from a machine company with relatively large new capital 
funds obtained from a group of backers. Studebaker repre- 
sents the clearest case of the switching of an established car- 
riage and wagon manufacturing business into the new line. 
Overland sprang from a buggy manufacturing business, and 
Dodge was developed by the Dodge brothers, who originally 
ran a machine shop and later became automobile parts pro- 
ducers, particularly for Ford. 

A number of the companies weie started full blown, so 
to speak, on a rather extensive scale backed by wealthy finan- 
ciers. Thus Maxwell, later developing into the Chrysler Com- 
pany, was early financed by J. P. Morgan. Packard was or- 
ganired by second-geneidtion, rich young men, and Nash, as 
a result of reorgHnization, began with a large capital invest- 
ment. Reo represents, perhaps, an intei mediate position, 
vnth an original investment of one hundred and seventy 
thousand dollars obtained from a gioup of T.ansing citizens. 

A long list of great fortunes represents the first type of 
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development of new industries refeued to above. Brief ref- 
erence will be made below to some of the outstanding ex- 
amples. They extend over the nineteenth century and also 
into the tiventieth. They are Cciiainly more typical of the 
earlier period, though examples continue doivn to the pres- 
ent time. 

One of the earlier examples of thi« type is Cornelius Van- 
derbilt, who at the age of sixteen began to operate a feuy- 
boat. This cost him one hundred dollars, with which his 
parents started his business career. He soon succeeded in sav- 
ing from the business a thousand dollars. Harbor traffic in- 
creased enoxuiously during the War of 1812, and from the 
tvar earnings he built a schooner. Soon another vessel ivas 
added foi coastwise traffic, and by 1817 he oimed three ves- 
sels and nine thousand dollars in rash. In the meantime his 
ivife had operated the Halfway House, from which business 
she had accumulated thii ly thousand dollars. This Vanderbilt 
put into steamboat fenies. Once it became evident that the 
new railroad method of transportation was really here to 
stay, Vanderbilt entered this field, acquiring interests in the 
Hudson and Sound lines and in the Boston and Stonington 
Railroad. In addition, he ventured into iron works and ship- 
yards, and developed a steamship route via Panama, thus 
capitaliring on the California gold nish Thus, he ran eight 
steamers from New York on the Atlantic coast side and five 
steamers on the Parific coast side, making connection with 
Califox.iia- By the time of the Civil War. he was worth W- 
teen million dollars. In this period he turned to railroads in 
earnest and developed out of smaller lines the consolidated 
New York Central and Hudson River line in 1869. 

John Wanamaker started as an enand boy for a publisher 
in Philadelphia, became a stock boy in a clothing store, and 
for a short time tvas the first paid secretary of the Y.M.C.A. 
in Philadelphia, at a salary of one thousand dollars a year. 
From this he saved nineteen hundred dollars, formed a part- 
nership with his brother-in-law, who had saved a s«mi ar 
amount, and entered the clothing businf^s. The store fix- 
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two paiUiers, into which each put twenty-five hundred dol- 
lars. Later a new pai inership was oig.ini7ed in the warehous- 
ing' and commission business, dealing particularly in wood 
and coal. Separate paiUierships were oignuired on the side 
to cany on a menhaudising and tran spoliation business in 
the Red River countiy. And still another paiinership was 
otgauized to build and operate steauiboats. From the profits 
of these various companies came the capital which enabled 
him to play a role in the org'^niTation of the bankrupt St. 
Paul and Paeific Railroad, This venture, of course, eniailed 
the enlistment of a laige amount of outside capital suppoiL 
In the main, bi.s Wealth rame from the appreriation of the 
value of rcoigiinired railroad propeities which, under his 
management, became highly profitable institutions. 

Leland Stanford entered a law ofiSce and ■was admitted to 
the bar at twenty-nine. He opened a law office in Wisconsin, 
where he iPiuained four years. He sailed Lom New York 
for San Francisco in 185a, where bis brother had already 
gone with the gold rush and had opened a store in 1850. 
Two other brothers were also engaged in the store business, 
and a fourth svas acting as purchasing agent in New York. 
The brothers had oigifnired a wholesale business in Sacra- 
mento rvith stores in various places. Leland opened a store 
at Cold Springs, where, however, the gold prospects gave 
out. He then moved to Michigan Bluff and later joined in 
the Sacii*mento store venture. He invested in a gold mine 
in which he made a profit of four hundred thousand dollars. 
Thereupon, he entered jxjlitics and was elected govemor in 
1862. The project of a transcontinental railroad was in the 
air, and Stanford, in conjunction with Huntington, Crocker, 
and Hopkins, raised money for explorations. The Central 
Pacific Railroad was incoxporated in 1861 with the so-called 
"Big Four” on the boaid of directors. In 1863 the Pacific 
Railroad Act was signed and the building was started on 
the Union Pacific westward and the Central Pacific eastward, 
with the aid of hea'vy goveiunient loa™ in the foiiu of sec- 
ond mortgages, the assumption by the state of Califomig of 
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Meyer Guggenheim first peddled shoestrings, shoe polhh, 
glue, stove polish, and the like, set up a tailor shop, later a 
giocery store, and then a wholesaling business in Phila- 
delphia. In this last venture he made a considerable amount 
o£ money and during the Civil War made laige profits in 
selling foodstiiflFs to the army. An uncle in Switzerland sent 
him a consignment of marhine-embroidered lace, the sale 
of which proved to be extremely profitable. He later invested 
as a partner in two mines in Colorado, which also proved ex- 
treniely profitable and, in the late eighties, brought him a 
laige income. By 1870 one of these mines ivas valued at fif- 
teen million dollars. From mining he went into smelting and 
rapidly rose to a top position in the copper industry. 

Andrew Mellon’s faAer, Thomas Mellon, set up a law of- 


fice in Pittsbuigh. From small savings he entered upon specu- 
lation, particularly the purchase of small judgments. After 
five years in the law practice he had saved tivelve thousand 
dollars. With tliese savings he speculated in real estate, buy- 
ing up properties and lending on mortgages and notes. Dur- 
ing the Civil War he oivned a fleet of coal barges and profited 
from government business. Andrew Mellon, bom in 1855, 
was set up, together with his three brothers, by his father 
veiy early in life in the realty and lumber business. From 
the outset the brothers made large profits, Mellon money 
flowed into railroads, a tractor company in Philadelphia, coke 
ovens, banks, insurance companies, steel works, glass fac- 
tories, coal mines, blast furnaces, bridge building, structural 
steel, steamers, baiges, glass works, elecUic power, gas, alumi- 
num, pipe lines, coke, etc. Feiv fortunes have played so sig- 
nificant a role in the starting of new entei prises. 

Henry C. Frick began life as a farm boy and later became 
a bookkeeper. He began business by bonoiring a little owr 
ten thousand dollars, tivo thousand from his sister and fte 
rest from his mother's estate. Frick was always full ot big 
ideas and ready to persuade others to lend im money or 
his ventures. In 1870 he borrowed ten thousand dollars from 
Andrew Mellon, to which additional sums of ten thousand 
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Tn:ide in connection with the automobile indusUy. sLaiied 
as a wagon rnaniTfacturei in 1853 with a capital of sixty-eight 
dollars and two forges. In 1858 he was joined by his brother, 
who rame back from the gold ru^h with eight thouond dol- 
lars in gold nuggets. From this modest capital investment the 
company rapidly grew, until in 1868 it was making three 
hundred and sixty thousand wagons a year. 

Simmons started as a clerk in a general store in Kenosha, 
Wisconsin, in 1849. He later bought out his employer and 
accidentally, through a customer, had an oppoitnnity to 
buy up a bankrupt telegiaph company, which he developed 
into the Northwesteiii Telegraph and leased to the Westeni 
Union. He later built a small raihoad, invested in the Bur- 
lington and Northetn Pacific Pailroads, and built a cogwheel 
railroad. He then established a cheesebox fectoiy and, upon 
meeting the inventor of a woven wire matucss, bought the 
patent and began to make matucsses. From these small be- 
ginnings sprang the Simmons Company, 

Weyerhauser started as a hand in a sawmill, worked hard, 
and saved his money, and in the panic of 1857 
buy up a bankrupt lombctyard. He built bams and houses 
for faimers and in two years succeeded in making eight thoi^ 
sand dollars. Thereupon, he bought a laiger lumbci»..ill and 
went into the logging business from which the Weyeihauser 


fortune sprang, . 1. _ 

George A. Hormel beg<m running a small retail butcher 

shop in Austin, Minnesota, and soon established a local repu- 
tation for making sausages. In this manner, ^rMgh 
powth and development, sprang the George A. Horrne 

* T^^rane Company began with a small 

started by Crane in a shed which he htm^elf built m C (^ • 

He received financial assistance from an uncle and 

by hii brother, an iron foundry mer anic. Nnrth- 

brought a profitable business, and after e i r 

west Manufacturing Company , j 

of two hundred thousand dollars. Crane embarked upon the 
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Until 1933 all the capital had coine fiom initial outlays to- 
gether with plowed back earnings. Then, however, a com- 
pany -was formed which issued a block of common stock and 
prefeiied stock, which brought in seven hundred and fifty 
thousand dollars for the expamsion of the business. 

Illustrations of industries that have gioivn from small be- 
ginnings with small outside capital support, together with 
the reinvestment of profits, may be found in the A. G. Spauld- 
ing and Brothers Company and the Hookless Fastener. Com- 
panies rhat have been organised svith fairly large outside 
capital support are Dry Ice Company, Anaconda Copper, 
St. Joseph T ead Company, Gulf Oil, Alnminnm Company 
of America, Climax Molybdenum, Marknim Company, Pa- 
rific Coast Borax Company, Cannon Mills, Campo Shoe Manu- 
facturing Company, and the Columbia Broadcasting Com- 
pany. Examples of companies that have been organized either 
by established companies or by wealthy men starting new 
companies are Phelps-Dodge, Grigsby-Grunow, United Shoe 
Machinery, Continental Can, Anheuser-Busch Company, 
American Radiator, Newport News Shipbuilding and Dry- 
dock Company, and Beechnut Packing Company. 

It will be seen from this brief survey that most of the 
great fortunes started with small savings, together with small 
support fiom friends of meager means. Profits were plowed 
back into the business and expansion came from inter .'al 
growth. In souie cases the beginnings of the fortune were 
based essentially on borrowing and on more or less ns y m 
vestment. This was particularly true of Frick, Carnegie, and 
Harriman. 


Corporate Research and Current Financing of New 
Ventures 


An examination of nearly six I' Pnmmission 

:ently issued under the Securities and Exc . . estah- 
regidations indicates rhat, under modern co 1 

fished companies with well-developed engmeermg and 
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capifalfsts being restrained from venluiing upon new risky 
businesses by reason of the high individual surtax rates or 
the capital gains tax. It is argued that, whereas in foiwer 
times risky business was amply able to get such capital, nowa- 
days this is lacking. The history of the development of gieat 
fortunes and new industries in the nineteenth century, how- 
ever, indicates that wealthy individuals have played a rela- 
tively inconspicuous role in the founding of new industries, 
while today these developments come mainly through estab- 
lished corporations. To be sure, as we have seen, it is evi- 
dent that, in the past, men of means have frequently aided 
the development of new entei prises by large investment of 
funds if not at their earliest beginnings, at least later on 
in their development. But, typirally, new industries have 
spi ung from internal growth and sometimes, after they have 
been well established, by the issuance of securities to the 
general public, while nowadays new developments spring 
laigely from established corporations. 

Undoubtedly, the vast expansion of the nineteenth century 
would have proceeded less rapidly had as heavy a tax burden 
applied to income and propeity then as now. WhercM now 
the wealtliy are compelled to pay a very large portion of 
their income to the goveioment, then all their savings were 
available for new investment. This undoubtedly played a 
role in the rapid expansion of the nineteenth century. Fre- 
quently in this period the limiting factor ivas a scaraty of 
capital. Today, despite the heavy load of taxes, m* more 
limited investment opportunities it is probable jhat t e 
ing factor is rather a sufficient advance in technique to de- 
velop promising new products and, in particu ar, e cessa 


tion of extensive expansion. 

We have seen that also in recent years some new mdusUiK 
have developed outside of the gieat corporate a ' 

These have bailable a source of capital in the 8*^^ m 
Hass with fairly high incomes, yet 

income taxes. In relation to currently available investment 






Chapter XIX 


THE EFFECT OF THE TAX 
STRUCTURE ON 
INVESTMENT 


W HIT.F. a recoveiy may be induced, in part, by net 
income-creating goveiumental expenditures, pub- 
lic policy must in a system of private enterprise be 
directed mainly toward providing the necf^sary conditions 
under which private enterprise can go forward. To this end, 
it is necessary to create the most favoiable possible basis for 
the emergence of new private investment. 

In this connection, it is imporl-mt to consider the tax 
structure tvith a view to the elimination or modification of 
taxes tending to prevent the noinral flow of private invest- 
ment. j^mong the taxes which, it has been rhaiged, oper«e 
in this direction and this was particularly the case m the 
upswing of 1936-37 are the undistributed profits tax and 

the capital gfi"" tax. ... -j • 

The undistributed profits tax operated, it is said, in 1 
direction because corpoiations are moie likely to assume 
the risks of fonvard-Iooking, anticipatory investments by 
expending corporate surpluses than is the case if they must 
go to the market and raise capital through neiv issues. Sim- 
ilarly, the capital gains tax is said to prevent large 
investors from undertaking new ventures, 1 e pro 
it may be expected will be made in the first years of nnv 
unde/takings we.e, for such individ-ah (in . 

the enteiprL. once it reached stability, ^ere f d m o*en), 
taxed at top bracket. HistoncaTly, it is said, venturesome 

*83 
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through which would be canahVed the flow of savings Loiu 
millions of individuals. Thus, we have witnessed the great 
giOWth of the savings bank, of postal savings, of building and 
loan associations, of life insurance companies, and moiigdge 
companies oflEering an outlet for millions of small savings 
sli earns. 

The extent to which gross capital expenditures are financed 
by internal corporate sources, including (i) depreciation and 
depletion allowances and (s) retained coiporate earnings, is 
well recogniaed by business executives with respect to their 
own concerns; but it is not generally appreciated with respect 
to corporate entei prise as a whole. For the period 1925-89, 
depreciation and depletion allowances of all nonfinancial en- 
tei prises aveiaged $5,524 millions per annum, while retained 
earnings amounted to $2,365 millions.* Together, these two 
internal sources accounted for $7,889 millions available for 
capital outlays on plant and equipment. In comparison ivith 
this sum derived fiom intciiial sources, only $1,738 millions 
was obtained, through productive issues, from the outside 
capital market.* Thus, of the total of $9,627 millions avail- 
able fiOui both inteijial and external sources, 82 per cent 
came fi’Oui intemal sources and only 18 per cent fioui the 


outside capital market. 

It is, moreover, of interest to note that indusUial corpora- 
tions are responsible for only a relatively small part of the 
total productive issues of nonfinancial corporations. Accord- 
ing to the study by George Eddy,* railroads, pubUc utilmes, 
and real-estate corporations raised $1,160 milhorn from pro- 
ductive issues in the capital market in 1929, whi e in ustna 
concerns raised only $730 millions. tti us a cot 

ceiiis are very largely self-sufficient with respect o ei p 
tal requirements. Thus, the United StatK Stee ' 

for example, expended $1,222 millions for plant and equip- 

^StatUtlcs of Incooic; Fabricant. Capital 
Hearings, Tempoi-ry National Econoanc^""" ^ TconCiOic Com- 

a Moody's Invrstom’ Sc rice; Temporary naun 


mince. Part g, p. 4041. 

• Review of Economic Statistics, *937* 
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than foiiuerly. An incrpawng proporilon of new corporate 
bonds and notes are placed privately with large finaririal in- 
stitutions outside of the stock market, and even without the 
intermediary, except in a perfunctory way, of investment 
bankers. Thus, of total corporate bonds and notes issued in 
1938, 37 per cent were privately placed, in comparison rvith 
11 per cent in 1936 and 27 per cent in 1937.' 

Attention svas called above to the fact that incieasingly 
the flow of savings is being canalired into institutional chan- 
nels. The total premium income of life insurance compnies 
in relation to the total national income has risen steadily 
since 1880. From one hundred thousand dollars in the mid- 


dle eighties, premium payments have grown at a constant 
percentage rate until they reached over $3,500 millions in 
1937. The assets of life insurance companies have risen from 
$4.0 billions in 1910 to $28.8 billions in 1938, saving Md 
time deposits from $7*4 billions to $26.0 billions, building 
and loan association assets from $1.0 billion to $5.7 billions, 
government pension and trust funds from nothing to $6.2 
billions, postal savings and baby bonds from nothing to $2.5 
billions. Combined, then, savings acaimnlations have risen 
fiom $12.4 billions in 1910 to $69.0 billions in 1938. These 
accumnlatcd savings amounted to 44 per cent of the na- 
tional income in 1910, and by 1938 totaled a snm in excess o 


the national income.® . j j -i 

Now, while these institutional savings are, indeed, avail- 
able to finance the real investments under uken by corpora- 
tions, there is, nevertheless, the difficulty that these imutu- 
donal savings inevitably seek almost exclusively, as hitherto 
constituted, fixed debt obUgations, such as bonds Md mort- 
gages. Thus, the financial institutions whiA are *e ree 

voirs of savings held $14.4 billions ($11.9 1 on 

merclal banks are excluded) of the $21.7 of ^ 

urban real estate in i 9*9 and 58-9 


» The Commercial and Financial Chromete; 4065. 

HeatInES, Temporary NaUnnal 

• Hiring on Savings I„v--|..>ent, Part 9, T.N£.G.. p. 405*- 
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rienced in the Great Depression. It is inci>nibent upon gov- 
eiiiment actively to pursue policies which will not make it 
necessary for business to face such risks. 

As a tentative figure, it may be suggested that insurance 
companies might well be peimitted to invest up to 25 per 
cent of their assets in equity holdings and might be required 
to invest not less than 15 per cent in this manner. The 
same requirements might also well be made of banks. Partly 
through a modification of the outlets foi funds fioiving 
through institutional savings channels, and partly through 
the freedom of corpoiations to accnmnlate surpluses, ade- 
quate equity money may, even under modem savings-invest- 
ment conditions, be found to pcimit laige anticipatory pri- 
vate investments. 

Reinvestment of corjjorate earnings is an impon^nt and de- 
sirable source of equity capital. Under conditions of less rapid 
extensive growth, American corporations may, however, tend 
to retain too large a proportion of earnings. Moreover, some 
modification in our tax structure in order to achieve equality 


of taxation between paiinerships and coirorations, and to 
prevent tax evasion by wealthy individuals, is necessary. These 
could be reached by amending the individual income to 
so as to require each stockholder to include in his taxable in- 
come his pro rata share of the undistributed profits of coi- 
potations. In addition, it may also be necessary to prevent 
coiuorations from piling up undue idle balances m their ex- 
cessive desire for corporate security by taxing those un 
uted profits (after making reasonable allowances for liquidity) 
which are not invested in plant and equiprrrent. There is, 
however, the danger that such a tax might result m earom^ 
being invested in plant and equipment m excess of 
whi* could economirally be justified, fading to misdirected 


and excessive investment - * 'na. 

With respect to the capital gains to, the fact t p 

tory real investments are now typically made by ^ 

tiois minimises very much the objection to 

tax as a deterrent to real investment, since coipmauons are 
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These corcideiations raise the question of how the capital 
gain? tax affects (a) the level of security prices and (b) their 
stability. Would the reduction or the abandonment of the cap- 
ital gains tax induce a laiger volume of funds to flow into the 
market and thereby affect the level of security prices? Would 
not such revision afford greater stability by encouraging the 
taking of profits when the market is rising, and by removing 
the inducement to establish losses in the dorvnswlng? 

The complete removal of the capital gains tax (except for 
professional speculators) could scarcely fail to stimulate spec- 
ulation by wealthy individnals and would, therefore, have, 
in a measure, the effect of transfeulng investment-seeking 
funds from bonds and mortgages to storks and real estate. But 
the magnitude of the shift, considering the fact that the vast 
bulk of the common stock is already held by wealthy pci»ons. 


would probably not be gxeat. 

From the standpoint of the Treasury, it is not altogether 
clear that a fair capital gains tax. which allows adequate loss 
offsets, is likely to be of any gieat value in the long rnn. In a 
rapidly expanding economy, partiodarly one experiencing a 
rising trend of commodity prices, the Treasury would stand 
to gain handsomely. But in a less rapidly expanding economy 
losses are more likely to offset the gains and, on balance, the 
Treasury will secure relatively meager tax revenues over the 
entire cycle, unless, indeed, it plays a “heads 1 
lose" game by not pexmitting adequate loss offsete. 

Geoigc A. Eddy, in an article in the R^ew of 
Statistics, August, 1939, questions the thesis a 
structure was an impoiiant factor in the re 
productive issues in 1936-38- In P that 

indicate larger productive issues for these 7 ^ ^ 

hitheiLO assumed S900 millions for 1^ , ^ 

•for 1937. and $825 millions for 1938- J^Vl?fevd imd 
three years amounted to 48 ^elve^mroths July. 

53 per cent of the 1921-30 level. Fo J 

1936. to June, 1937, the new produc ^ 

liok or 70 per cent of the 1929 level and 77 “nt or 
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1921-30 aveiAge. The derline relative to the twenties was 
mainly in the real-estate field and in public utilities. More- 
over, the theoiy ihat the tax structure was responsible for 
the inadequate flow of funds into new issues in 1936-37 is not 
compatible with the low yields then prevailing on both bonds 
and stocks. 

How important tax-exempt securities are in causing a 
flight from equities is not altogether clear. Mr. Wesley T -in- 
dow of the United States Treasuiy Depaiiment, at the meet- 
ing of the Ameriran Statistical Association, December 29, 
1938, presented some estimates of the holdings of tax exempts. 
According to his findings, individuals owned $8.3 billions of 
the $19.3 billions of wholly tax-exempt state and local bonds, 
and $3.9 billions of the $17.3 billions of wholly tax-exempt 
fedeial bonds or bonds of federal instrumentalities. Thus, all 
told, individuals held $12.2 billions of the total of $36.6 bil- 
lions of wholly tax-exempt bonds, or exactly one third. The 
wholly expiiipt bonds are the only ones which, in any signifi- 
cant way, come into question fiom the standpoint of the 
problem here under dispission. 

According to H. L. Lutz,* large estates held, during the 
period 1926—36, state and local bonds amounting to only 9.8 
per cent of the total value of the estate, and wholly exempt 
federal bonds amounting to only 1.9 per cent E. E. Oakes* 
denies that there has been a precipitate flight of wealthy in- 
vestors into tax exempts. He gives as reasons for rhis: (1) that 
very wealthy men are rather adventurous and are more in- 
terested in large gains than in a stable income; (2) that the 
estates lor which we now have statistics took form largely at a 
time when the rates were not severely burdensome, and when 
earnings Lorn stocks were veiy high; (3) that the assumed 
toeat of inflation of recent years has left large estates heavily 
in stocks; and (4) that the low depression values of stocks pre- 
vented a transfer to tax exempts, since a suong market \vas 
expected. ° 


•Bulletin of the National Tax ^'Joeiation, June, 1938. 
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According to the second point, however, it could be ex- 
pected rhat estates in future would go more heavily into tax 
exempts, and, according to the fourth point, it might be ex- 
pected that the relatively high stock market of 1936-37 would 
have resulted in large tnmsfeia to tax exempts. 


Table XXVI 


Percentage of Estates Held in Tax-Exempts 


Value of Estate, $ 000‘s 

rp22 

1930 

my 

Total 

7.66 

7-34 

10.64 

UnHer 50 

5-39 

3-27 

6.86 

50-100 (1922, 50-150) 

6.11 

4.22 

7-58 

100-200 (1922, 150-250) 

6.48 

4-92 

9.48 

200-400 (1922, 250-450) 

7.78 

5-75 

10.33 

400-600 (1922, 450-750) 

7.24 

5.01 

11.15 

600-600 (1922, 750-1,000) 

7-57 

4-74 

13-88 

800-1,000 


910 

13.06 

1,000-1,500 

8.04 

6-44 

11.53 

1,500-2,000 

10.66 

7-50 

14-69 

2,000-3,000 

13-64 

10.01 

19.88 

3,000-4,000 

12.03 

16.26 

14-97 

4,000-5,000 

14.94 

i 6-73 

14-98 

5,000-6,000 

8.21 

19.42 

19.49 

6,000-7,000 

6.07 

3-98 

24,21 

7,000-8,000 

16.32 

11.24 

15.02 

8,000-9,000 

14-69 

13.90 

42-73 

9,000-10,000 

10,000 and over 

8-39 

23.12 

16.52 

23-33 


Colm and T ehmann’s Study,® based on inadequate samples, 
indicates an increasing trend toivard tax exempts in recent 
years. This trend is also suggested by the Bur^u of 
Revenue's fibres ” on "Statistics of Income, frour which the 
above table is cons U acted. 

Consequcneo of Rc.-t Amenran Tax Policy,” Sapplr-™! 1 . 

Social SceoTch, 1938. _ parU’Hy oc- 

“Includes £ed»-'al govc-inmt bond' wholly tax - r 

empt and state and municipal bonds. 
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While these (ii<;Ulbutions are not regular and unifoiui, but 
are, on the contrary, multimodal, they neveitheless ejdiibit a 
tendency for the percentage of estates held in tax-exempt se- 
curities to increase as the size of the estate increases. Again, 
while it is not true of every size group, the figures show a de- 
cline in the percentage of estates held in tax-exempts in 1930, 
and a rise in 1937 to a level above the 1922 figure. Fluctua- 
tions in the yields of other types of assets, such as equities, 
would provide a partial explanation of this shift in type of 
assets held. It is likely that the reductions in the income and 
estate tax rates, the raising of exemptions in the Revenue Act 
of 1926, and the higher rates and lower exemptions of the 
Revenue Acts of 1932, 1934, and 1935 also had their effect in 
causing variations in the percentage of estates held in tax- 

exempts. 


Taxation and Corporate Profits and Losses 

^ With respect to the cyclical aspect of tlie structure of taxa- 
tion, problems relating to extreme huctuations in business 
income are impoiiant. One consideiation has to do witli the 
evaluation of inventories for tax purposes. Such valuation 
may profoundly affect the cyclical fluctuation of corporate in- 
comes and, therefore, affect the cyclical fluctuations in taxes. 
If inventories are valued on a "first in, first out" basis, it fol- 
ows that Aeie will be large inventory profits in the upswing 
and large inventory losses in the downswing. The result is to 
exaggexate enoimously the cycle of profits and losses in a 
manijCT t at is quite artificial. From the standpoint of taxa- 
uon, this result may not be undesirable if one wishes to im- 
pose heavy toxes m the prosperity period and low taxes in de- 
i of inventories for tax purposes, on 

howpw*^ out" ba^ii, as peiiiiitted in recent legislation, 

accurnt^i tL make the corporation accounts reflect more 
acmrately the actual coune of profits and losses. 

was said^acmd ° taxation of recent years which, it 

crimiijftio^ “ impediment to investment was the dis- 
nation hetiveen corporations ivitli highly fluctuating in- 
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comes and those 'with stable incomes. When one into 
account the losses and profits over a period of years, the ef- 
fective tax rate as then applied varied veiy gjeatly with dif- 
ferent corporations according to the fluctuation of income. 
Ceiiain types of industries are of a fluctuating character, and 
others are of a stable character. Thus, it was found that, for 
a period of general prosperity, the taxes for all rnannfacturing 
industries was i6.o per cent of the net income of the entire 
period, while that for paper and pulp products ^vas 15.3 per 
cent; for printing, publishing, and allied industries 15.4 per 
cent; and for chemical and allied products 14.8 per cent. On 
the other hand, in the period of Ae Great Depression, 1930 
to 1935, it was found that for this entire period the propor- 
tion of net income taxed for all manufacturing industries svas 


94-6 per cent; for paper and pulp products 53.7 per cent; for 
printing, publishing, and allied indusUles 31.8 per cent; and 
for chemical and allied products 34.8 per cent,*^ 

In order to obviate this difficulty, either the tax should be 
applied to an aveiage income -over a period or there should 
be provision for loss cany-over. The latter reuiedy 'was 
adopted in the Revenue Act of 1939. It was provided that net 
opeiating losses could be carried over for two years, cffctUve 
for income received after December 31, i 939 ' 

Both of these methods have been used in England. From 
1883 to 1926 the British method of doling with this problem 
svas to pwiuit a three-year averaging of 
poses. This procedure, however, was tei.mnated by ^wse 
of Lords in the Whelan vs. Henning c^e of 1926. The 
method involved auditing and adminisuauve diffitmlu^ ^d. 
at tiroes, resulted definitely in tax avoi ance. “ ^ 
appearing before the Colwyn Committee “t^cd 
protests agaiiTst tHis method, Folloiving the 
Love, thf Finance Act of 19*7 introduced 
foi ward method, under which losses may e c 
against subseouent profit for a period o siK yea 

FfTects of the Annual Compulation 
« See J. Keilh Butten, of Eco^omi^. Now.u,ber, 

of the Corporation Income Tax, Quaneny j 
1939 - 
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Anodier matter be?nng on the problem of the impact of 
taxation upon investment relates to the gCneial effect of the 
tax structure upon business profits in recent years. Has the 
tax structure prevented business from making sufficient prof- 
its to justify new investment? 

Professor Crum’s study of profits in the May, 1939, issue of 
the Review of Economic Statistics, measured in teiins of “rate 
of return on equity," gives the follmving results, for various 
types of corporations, for the year 1936 compared with the 
avei'dge for 1926 sg. 


Tahtp XXVII 

Business Profits: Rates of Return 



zp26-2p {average) 

19^6 

Manufacturing 

7.68 

7-94 

Trade 

5-85 

7.16 

Public Utilities 

5-95 

2.69 

Finance ’ 

6.47 

3-98 

All Corporations (including other divi- 



sions not listed above) 

6.27 

4-83 


Absolute figures for corporate profits are available in the 
Statistics of Income. If we compare 1926—29 witli 1956—371 we 
get the results shown in Tables XXVIII and XXIX. 

These extreinely interesting data indicate a low rate of 
return foi fin^nrial corporations and for public utilities in 
1936, but a high rate for manufacturing and a quite exUaor- 
dinary rate for trading corporations. The results for manu- 
facturing and trade are the more remarkable in that the na- 
tional income in 1936 was only $64 billions compared with 
$80 billions in 1926-29. Industrial production stood at 104 in 
1936 compared with 111 in 1926—29, while wholesale prices 
weie 81 in 1936 compared with 100 for 1926, and 95 for 
1929* Depailment store sales stood at 88 in 1936 compared 
with 108 in 1926-29. Appaiently, manufacturing corpora- 
tions had been able to make adjustments (involving, in part, 
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Tabiit xxvm 

Statutory Net Income of All Corporations Showing Net Income ’ 


Manufacturing and Mining 
Trade 

Transportation and otIi#‘r Public 
Utilities 
Finance 

Total (indu<iinggioupsnotlisted 
above) 


Ip26—2p 

^936-37 

(in millions) 

(in millions) 

54.978 

53.858 

i.igo 

1,014 

1,804 

1.133 

1.757 

495 

10,263 

6,824 

i 1,192 

Taxes 752 


■Aft'n-faxPS $ 9,071 After faves $6,072 


Tartt XXIX 


Statutory Net Income of All Corporations 
(net income less deficit) ** 


Manufacturing and Mining 
Trade 

Transpoiiation and ofber Public Utilities 
Finance 

Total (including groups not listed above) 


ip 26 - 2 p ip 36 ~^f 

? 3.945 53.307 

813 788 

1,634 720 

1,090 ( - 434) 

7.745 4.388 


revaluation of assets) which <*nabled them to mate as high a 
rate of profit, despite lower output and lower prices, while 
trading corporations were able to make a higher rate of re- 
turn on a lower value of sales. What these facts may mean 
ivith respect to the growing power of monopolistic competi- 
tion in the modem world is not easy to say, but apparently 
there is a field here for economic research. A part of the ex- 
planation of the high profits rate of 1936 is, perhaps, to be 
found in the rise in inventory values, a phenomenon particu- 
larly conspicuous in that year. 

IS Sf«thtics of Incoiue. Divid..na« for dnn'^tic lOnioiation* snd tax-""">pt 
intwAvat for all 
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Finance and public utilities earned, in 1936, rates o£ re- 
turn far below that 1926-29 level. There are speHal reasons 
for this, particularly in the case of financial institutions and 
of the railroads. In view of the profits made in the manu- 
facturing and trade fields, however, it is scarcely probable 
that a general explanation can be found in the tax structure. 

Consumption Taxes and Investment 

It is highly probable that taxes on consumption played a 
far greater role as a detenent to hdl recovery in 1936-37 than 
did corporate and personal income taxes. The heavy weight 
of new consumption taxes, including the federal and state so- 
cial security taxes, was of primary significance here. Attention 
has been directed to this in earlier chapters. Especially to be 
noted is the sudden imposition of heavy social security taxes 
(unemployment and old-age) on payrolls in 1937, which re- 
sulted in a withdraival of nearly one and a quarter billion 
dollars in excess of benefits paid. This, undoubtedly, bad an 
imporiant bearing upon the decline in total consumption ex- 
penditures beginning early in 1937. 

In genuid, taxes weighing heavily on consumption bulked 
veiy large. Thus, for example, in the fiscal year 1938 federal, 
state, and local taxes on liquor, tobacco, gasoline and motor 
vehicles, sales taxes and other excises, and payioll taxes 
amounted to $5,700 millions.” 

In so far as ^ese revenues had the effect of cuxtailing pri- 
vate consumption expenditures, it is clear that equivalent off- 
setting govemmcntal expenditures were in no sense income 
geiierating. The receipt of these taxes and the expending of 
these Slims by the goveiiiment merely diverted the income 
stream from private to governmental purposes. 

To the extent that our tax system could be shifted away 
from regressive taxes bearing on consumption to progressive 
taxps on that part of the income streani which fiows into the 
savings c annel, private consumption expenditures would 

«BnHet£n o£ the Tteasury Department. August, tggg. 
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rise. Such increa'se in expenditures would srimniRte private 
investment. A major reform of our whole federal, state, and 
local tax structure, designed to reduce consmnption taxes, 
would be of crucial importance in any progicim aiming to 
enlarge the outlets for private investment. 



Chapter XX 

THE DUAL ECONOMY 


f ■ 1HE economy which developed and flourished in the 

I nineteenth century throughout the Western world 
A was pre-eminently a private capifalt'sdc economy. This 
economy enjoyed reb lively little interference from the state, 
and even from private institutional controls such as trade- 
unions or cartels. To be sure, as the century wore on, both 
private institutional interference'! with the free working of 
the private system and state interferences became more and 
more general. Within the framework of these interferences, 
however, the private capitali'ttic economy continued to oc- 
cupy nearly the entire field of industry. 

Economic activities on the side of consximption as well as 
on the side of production were carried on by private indi- 
vid'ials or private orgjniTadons. With respect to production, 
the individual entrepreneurial type of produedon org->«ni73- 
don receded more and more with the increasing development 
of the corporate fotiu of org-Hnizadon. Moreover, consumers’ 
co-opeiadon in retail buying, in distribution, and even in 
manufacturing, came to play a considerable role. Here and 
there in certain restricted areas the state played a reladvely 
minor but increasing role as producer, pardcularly on the 
Continent of Europe, in the field of railroads and public 
utilities. Expenditures for consumption purchases were made 
almost exclusively by private individuals or by private or- 
ganizations. 

Toward the close of the nineteenth century and gaining 
momentiiTn rapidly in the twentieth century, particularly 

400 
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Ixoiu the second decade on, there developed a pronounced 
tendency in the direction of the socialisation of income and 
of the growth of commiinity consumption expenrlitures. On 
the side of production, there also developed some conoid, 
erable increase in socialisation. Quasi-govemmental cor- 
porations were orgHni/ed, such as the British Broadcasting 
Corporation, the Port of London Authority, the Central 
Electricity Board, the London Passenger Transport Board; 
the various governmental corporations developed in Ger- 
many in the decade of the twenties, such as the Vereinigte 
Industrie-Untemehmungcn Akticngesellschaft, and the Ger- 
man Railtvay Company; and, in the United States, the Port 
of New York Authority, the Reconstruction Finance Corpo- 
ration, the Home Owners' Loan Corpoiation, the Tennessee 
Valley Authority, the United States Housing Authority, and 
the like. 

These two tendencies, one looking toward a socialiration 
of the means of production and the other looking toward a 
socialiration of income and consumption, suggest two pos- 
sible alternatives to the simon-pure system of private enter- 
prise. Each alternative represents a dual system. One type of 
dual system would be a private-public consumption economy; 
the other, a private-public production economy. To each of 
these types we shall now direct our attention, with particular 
reference to fiscal policy and the problem*! of economic sta- 
bility and full employment of resources. 


A Dual Production Economy 

A dual production system, which is clearly a hybrid be- 
tween a private capimlistic economy and a socialned econ- 
omy, might perhaps be said to offer the disadvantages of mix- 
ing two contradictory schemes of oiganiran'on of production, 
while on the other side failing to achieve the advantages of a 
fuUy developed system, whether of the purely pnvate capi- 
talist type or the thoroughgoing socialist type. This pomt of 
view has been much elaborated in recent hteramre. It h!,s 





been suggested that either type o£ economy in the hands of an 
intelligent and resourceful people with character and self- 
rliccipline could be expected to function well, but that the 
mixture of the two systems presents inherent contradictions 
which would make such a hybrid system unworkable. A mix- 
ture of the two systems interferes, it is said, with the proper 
functioning of the private capitalist segment of the economy. 

One advantage which the dual system clearly has, however, 
over the thoroughly socialist state is that it offers a greater 
scope for individual freedom fiom the coercive restraint of a 
highly centralized authority. This is true for the reason that 
in the dual system there would, of necessity, be a much wider 
distribution of power than is possible in a highly centralized 
collectivism. Under modem conditions of high concenimtion 
of economic power in the hands of giant corporations and 
in the hands of cenlKiUzed Uade-unions, with hundreds of 


thousands and even millions of members, it is by no means 
certain that the private capitalistic economy offers a wider 
distribution of power than a dual economy. It may, indeed, 
be argued that the dual economy offers a way of escape from 
a highly regimented private industrial system, on the one 
side, and an equally highly regimented collectivist system on 
the other. Much is to be s^id, under present conditions of 
high development of corporate and labor orgiurization and 
the concentration of power which these imply, for the bal- 
ance created by the weight of governmental activities as an 
offset against the growth of private organizational control. ' 
Aside from the problem of the distribution of power is the 
purely economic problem of high efficiency and workability, 
including the increasingly important aspects of stability and 
b’H utilisation of resources. From this standpoint, much may 
be said for the dual system in contrast with either the purely 
private system, on the one side, or the highly collectivized 
t^T^r o*er. The highly collectivized system is likely 
^ of efficiency. On the other side. 

arhi?v^n capituhstic economy, while capable of 

achieving high operating efficiency, nevertheless is tending. 
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through the development of monopolistic resUnints, toward 
restriction of production and is not well adapteH to cope with 
the probleTTis of stability and full employment of resources. 

The dual production system, if it is to avoid the difficulties 
which have been feared for a hybrid economy, probably 
would have to be developed in tcims of a fcirly high com- 
paitmentaliration of different phases of economic life, cer- 
tain areas being resented for private entei prise and others for 
state enterprise. The economic trends in the last fifty years 
indicate that the most natural field for state entei prise lies in 
the area of railroads and public utilities. These fields were 
not able to continue to operate under a competitive or free 
entei prise system. Close reg»ilation and control of the rate 
structure was early seen to be necessary in this sphere of 
economic life. Regulation, however, we know now, ha« 
proven to be thoroughly un^atislactoiy and ha« prevented 
that rapid adaptation to change and adjustment necessary for 
the growth and expansion which are potentially latent in 
these areas. Private operation of the railroads under the tyije 
of govcinmental control which has been forced upon them 
has made the railroads ine&ective in meeting rapidly chang- 
ing conditions. They have not been capable, working within 
the framework of reg'dation, of circimventing the tendencies 
at work making the railroad industry a declining one. In like 
manner, private manageinent of the elecUlc power and light 
utilities under the type of regulation which has been imposed 
has resulted in a rigidity of the rate structure in contrast with 
the developmental prices designed to tap an ever-widening 
circle of demand such as has been exhibited in a striking 
manner by the automobile indusUy. The railroads and the 
public utilities, by reason of the fact that regulation under 
private management is unescapable, thus offer an area in 
which all of the unfavorable effects of a hybrid system are 

displayed- , . , 

A thorough analysis of the reasons, bo* in tciuis of «- 
perience of countries which have engaged in state ovmership 
and operation of public utilities, as well as in tciuis of the 
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inherent characteristics of the industries which tend to make 
them most suitable for state enterprise, cannot be developed 
here. Such an examination may or may not result in the con- 
clusion that state enterprise in this area could reasonably be 
expected to be successful in the United States. Without such 
extensive study it is not possible to offer any conclusions on 
this point. What we do wish to do is to examine the particu- 
lar advantages which a dual system would have (gi anted, for 
the sake of argument, that state enterprise is feasible in cer- 
tain area^) from the standpoint of the special problems of 
stability and full employment of resources, and particularly 
from the standpoint of ^al policy. 

A dnal economy in which railroads and public utilities 
operate under state enterprise, leaving trade, manufacturing, 
and finance under private management, would offer certain 
advantages from the standpoint of stability and full employ- 
ment of resources. The first clear gain which would follow 
from such a dual system is that the total area of economic life 
whirh is under die control of the state would be veiy much 
greater. This means that a very large sector, perhaps one third, 
of the total national income would spring from governmental 
expenditures. The state is freer to regularize these expendi- 
tures than is private competitive management. If, for ex- 
ample, the railroads had been under the conuol of the fed- 
eial goveiiiment in the last decade, investment expenditures 
model uizing railway equipment would have been possible 
during the deprp'ision. A long-range investment plan with re- 
spect to passenger and freight equipment, temiinal facilides, 
bridges, and safety devices could have been carried forward 
in a period of depression by state entei prise in a manner very 
diffiruit for private management. The regularization of ex- 
penditures in state enterprise, whether operating expendi- 
tures, replacement expenditures, or expenditures on new in- 
vestment, would provide a continuous flow of income. State 
enteipiise would thus serve as a central pivot around which 
the rest of the economy would revolve. This in itself would 
save to limit the cumulative deflationary influences flowing 
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Lom one sector of the private aronomy to other secton. The 
stability of the state enteipilse sector of the economy would 
act as a resisting wall against deflationary tpndencies coming 
into play in the private sector. 

A dual system would thus offer a compromise between 
stability and flexibility. Private initiative would continue to 
have Lee play over a large area of the economy and would 
continuously reinvigoiate unprogressive bureaucratic tend- 
encies that might develop in the state enterprise sector. Such 
an economy would be far from a completely stable one, but 
the instability conid likely be kept within a nanower range 
of fluctuation than co"lH be achieved in a purely private 
economy. 

Difficulties inherent in a dual system would ceiiainly be 
present, particularly with respect to the control of wage rate*. 
These difficulties are already more or less upon us and are 
probably, in any event, unescapable. It is the kind of problem 
which we are compelled to face in greater or less degree and 
which demands the development of self-discipline and intel- 
ligent understanding by leaders as well as by the rank and 
file of labor organlrations. That thi* necessary goal is not 
altogether hopeless is indicated in the experience of the most 
advanced industrial countries, which have had the longest ex- 
perience with the systematic development of collective bar- 
gaining. The history of labor relations indicates that the de- 
mands of labor by no means run exclusively in tcuns of wage 
rates, but also in teiuis of the satisfaction of understandable 
and legitimate wants regarding conditions of work and labor 
relations in the narrower sense of the term, as well as satis- 
factory housing, public health, social security, and general 
social and community conditions. A resistanre to unreason- 
able wage demands may well lead to revolutionary an 
ruptive activities, if other legitimate demands of human e- 
ings in the modem social community are not re^onably 
provided for. But the more labor becomes a participant m, 
and benefidary of, a wide range of coipmumty and socm 
services, the more likely it is that labor will assume a reason 
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able relation with respect to the problein of wage rates, which 
counts so heavily in the price structure. It is possible that the 
problen. of keeping the cost structure, particularly wage 
rates, within economic limits may be intensified by the ex- 
pansion of state enterprise. But the sphere of the state in 
modem communities is, in any event, a large one, and we are, 
therefore, compelled to face the problem in large measure, 
whether or not state entei prise is expanded, to the limits here 
Hiscussed, into a dual economy. 

A Dual Consumption Economy 

A second type of dual economy represents a considerable 
sodali/ation of income and consumption. The important His- 
tinction bettveen these two types of systems is that the dual 
production system has, perhaps, ceitain advantages from the 
standpoint of stability. This is true because such a system 
would have, of necessity, a large control over investment ex- 
penditures. Since it is dear that fluctuations in investment 
are the heart and core of business cycle fluctuations, a dual 
production system makes possible a higher degree of regu- 
lariyation of the rate of investment tl'-^n is possible in a 
purely private enterprise economy. 

A dual consumption economy, on the other hand, offers, 
perhaps, greater opportunities to provide full employment of 
resources than is the case with a dual production economy. 
This is true for the reason that a mature economy requires, 
for full employment of its resources, a high ratio of con- 
sumption to income. Indeed, a hilly matured economy, such 
as the clRssicals envisaged, requires that the entire income 
must be consumed. Such an economy will have a high rate of 
replacement of its capital equipment, which replacement (if 
the inventions are capital saving) may continuously assume 
t e foim of improved machines and equipment with capacity 

or arger and larger output. But, under these circumstances, 
toe replacement allowances are adequate for the purpose, and 
ere is no need for the utilhation of part of the income for 
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additional or new capital equipment. The whole income is 
consiimed and, indeed, if the whole income were not con- 
sumed, unemployment of resources would result, since no 
new investnient outlets m such a fully matured economy 
would be available. 

The earlier economists looked forward, indeed, to the ul- 
timate development of an economic order where consump- 
tion would equal, or substantially equal, income. It was a 
stationary state, in the sense that &ere was no giowth bctor 
taking the foim of an increase in population, addition of 
new teiiitory, or the accumulation of capital. It is, however, 
improbable that we shall ever reach the stationary state. For 
even though extensive expansion may be expected to play 
a much smaller role than in the past, intensive expansion 
incident to technological progress can be expected to play as 
important, or even a more important, role than formerly. 
And in so far as changes in technique are not capital saving, 
they will call for net capital investment. 

The earlier economists looked forward to the stationary 
state as a highly de^i table one a state in which one was not 
compelled to sacrifice the present for the future, but could 
enjoy in the present the full productive power of the society. 
Such a state would not have to cany the burden inrident to 
continuous expansion and growth. And fhe earlier econ- 
omists conceived that the transition could be made from an 
expanding economy to a mature economy smoothly and with- 
out difficulty •■hrough the automatic adjustment of the price 
system. As investment outlets declined, consumption would 
rise, and no problem would present itself- There would al- 
ways be full employment of resources. 

The first really revolutionary change in economic thought 
came in consequence of the injection of business cycle 
into the general framework of economic analysis. All me 
other modifications in economic theory, such as the Austrian 
approarh to the problem of value, were in the nature o 
clarifications. The acceptance of business cycle theory con- 
stituted an admission, however, that the economic sys em 
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cannot, in fact, make the smooth adjustments which the older 
economic theory presupposed. Business cycle theory, in es- 
sence, amounts to a statement of the frictional impact of in- 
stitutional aiiangements, of customs, habits, and behavior 
patteiiis, upon the functioning of the price system. In like 
manner, the broader development of dynamic economics, of 
which business cycle theory is a part, makes it clear that the 
smooth, incremental, continuous adjustment, presupposed by 
the earlier economists, fails to take account of the frictional 


impact of human institutions. 

The fact is that it requires an extraordinary readjustment 
of customs, habits, and behavior patterns to change from a 
rapidly growing society to a mature society, from a society 
which has practiced a high ratio of saving to income to one in 
which a low ratio of consumption to income is called for. 
It is, indeed, true that the maladjustments incident to th« 
transition period will affect the interest rate the element 
in the price structure upon which the earlier economists 
pinned the greatest faith for smooth adjustment. 

Put briefly, there are two reasons t why this price adjust- 
ment, taken by itself alone, is likely to prove wholly inade- 
quate to achieve the high ratio of consumption to income 
required by an economy with a less rapid extensive develop- 
ment. The first is that established customs, habits, and be- 
havior patterns impose obstacles to the smooth adjustment of 
the rate of interest, so th^t the lower rate of interest whicli 


the new situation calls for is achieved only with a long in- 
stitutional lag which may well extend over several genera- 
tions. In the second place, it is clear tliat the propensity to 
save is not purely a function of the rate of interest, but is also 
a function of the si7e of the income. Even though the rate of 
interest were zero, saving by individuals would take place at 
a high income level. Thus, it is highly improbable that we 
could ever reach the satisfactory adjustment to the require- 
^ fnlly matured economy, as envisaged by the dajis- 
, Tough I'he functioning of the pilce structure in par- 

rSee <iUc»«;on in Chapter XI. 
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tioiTar, the rate of interest. To reach the condition required 
by a fully matured economy, state intervention in the form 
of an increased soHalivation of income and con«iiinption 
would probably be necessary. Without this, a rich community 
could probably not arhieve at a full-employment income 
level a ratio of consumption to income equal to unity (as re- 
quired in a stationary state), or in a less mature economy a 
sufficiently high propensity to consume to peimit full em- 
ployiuenL A dual consumption economy could, however, 
Iiom the standpoint of full employment of resources, satis- 
factorily fulfill the requirements of a purely private economy 
in the production sphere. While the dual production econ- 
omy offers ceiiain advantages from the stanrlpoint of subilir- 
ing the income, the dual consumpdon economy supplies the 
conditions requisite for the relatively matured society. 

The sociali^jition of income in the twentieth century is 


rapidly developing, notably in the field of low-cost housing, 
recreational farilides, public health, social security and social 
welfare, including old-age and unemployment insurance, 
mothers', widows’, and depenHpnts’ allotvances, and the like. 
In the event that an actual decline of population is impend- 
ing, a further powerful push in this diiection is probably in- 
evitable. For, once a society is actually confronted with a 
populadon decline, it is almost ccilatn to seek desperately 
to provide incendves for an adequate mainteuance of the 
birth rate. Such incendves may take the foiiu of family al- 
lowances, granted proportionally or progressively in terms of 
the number of children per family. How effeedve such finan- 
cial incendves may be it is impossible to gauge, but modest 
experiments in Gcr>>iany and Italy would indicate that they 
would have to be on an extremely generous scale in order to 
be really effeedve. Indeed, the possible financial inducements 
necessary to maintain populadon could easily reach such an 
order of magnitude that it would simply spell the °o***_° 
private capitalism altogether. Ceiiainly, a rapidly ec mmg 
population, such as is already indicated in current ne 
reproduedon rates, is by far the most revolutionary even 
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modeiii rimes, and its impact on the industrial order cannot 
possibly be forecast by a priori reasoning. On the other hand, 
we do not yet know how effective an educational campaign 
populari7ing modeiately large families might be made. It is 
conceivable ^hat totalitarian states might prove their superi- 
ority for survival at just this point In the event of a tmce or 
inconclusive peace, the capacity to grow, or at least prevent 
a decline, even more ^han the impending ai-fament race, 
might well prove, in the end, to be the de«'isive issue. 



Part Five 

DEFENSE AND ITS AFTERMATH 






Chapter XXI 


MONETARY 

TROLS 


AND FISCAL CON- 
IN WARTIME 


T he present European War necessarily alters, in greater 
or less degree, the economic situation in the United 
States. We have been Uylng, in one way or another, 
for ten years to srimnlate economic activity and restore our 
income and ernployment to a reasonably full level. Monetary 
policy has been urilized extensively to bring about an ad- 
vance in commodity prices. And, while the general com- 
modity price index was lifted from a losv of 6o to a high of 
88 between 1933 and 1937, we are confronted svith the fact 
that the price level in the fourth quarter of 1940 stood at 80 
compared with 100 in 1926. A 40 per cent reduction in the 
gold content of the dollar and billions of excess bank re- 
serves were not able to prevent the apparent long-run down- 
ward price trend from 1920 to 1940. 

This experience, to be sure, ha<! added powciful empirical 
support to the theoretical analysis which has more and more 
come to the fore during the last forty years and which ba< 
tended to push into the backgiound purely monetary ex- 
planations of price movements. Nevertheless, the general 
public has become increasingly educated to a crude quantity 
theory, and even among many professional economists there 
is the belief that an increase in the monetary gold stock in- 
evitably spells a price inflation. That the inflation ha«, in 
fact, not come is explained away on various grounds, but the 
thesis is still fitmly maintained that the inflation bonfire has 
been laid, that the inflammatory material has been gathered 

4>3 
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in enoriuous quantity, and all fhat is needed is a spark to set 
it off. Question now arises whether the present European 
War does not supply ihat spark; therefore whether we may 
not be compelled to turn our attention away from expansion- 
ist and inflationary measures to repressive controls designed 
to hold in check an undue expansion of commodity and se- 
curity prices. 

Let it be noted at once that September 3, 1939, found the 
British economy in a veiy HifFerent situation from that of the 
American economy. At the beginning of the second World 
War, the United States had ten million people unemployed 
with potential capacity for output in nearly all sectors of the 
economy far in excess of the level then prevailing. In Great 
Britain, on the other hand, the available productive resources 
(so we were told by competent British observers) were already 
utilived to a point approaching full capacity. It is of interest 
to recall, however, that in August, 1939, tliere were still one 
million workers wholly unemployed (not including the two 
hundred thousand unernployed owing to temporary stop- 
ages), or 7 per cent of Britain's fifteen million workers. 

Britain, having already reached nearly full employinent of 
resources, faced immediately, in view of the additional war 
expenditures, the problem of control of inflation. Swiftly, 
she set in motion a battery of direct controls. This is merely 
another way of saying that she rvas prepared to force her pro- 
ductive resources, even more than had previously been the 
case, into war purposes without resorting to monetary infla- 
tion. Monetary inflation pemdts a reorientation of an econ- 
omy to a wartime basis via the functioning of the price 
system. Direct controls taxation, rationing, government pur- 
chasing, and supply boards are designed to commandeer the 
nation s resources for war production without resort to price 
inflation. It remains to be seen whether we shall at last wit- 
ness, for the first time in modem history, a major war without 
a violent commodity price inflation. 

alaTMiist talk about inflation in the 
united States during the last seven or eight ye^rs. Much of 
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the ilisciission ha« been quite irresponsible and wifhout a 
sound theoreiif^l ba'si^. It has spread fear and imceiiainty 
without justification. But under the impact of ihe war ex- 
ports and our huge defense progi.*m a new situation con- 
fronts us. It would be foolish if, having listened to the cry of 
“Wolfl Wolfl" so long, we now failed to be on the alert. If 
the war and the defense stimulus now bring us rapidly to 
practiral f\ill employnient of resources, the real problem of 
price inflation will, at last, be upon us. 

While we must always be on the alert to detect new com- 
binations of circumstances and to ri'sist the easy genemliTa- 
tion that history repeats itself, it is worth while to remind 
ourselves of the experiences in the llial World War. At the 
beginning of that war, the United States was in the depres- 
sion phase of the cycle, though the volume of unemployment 
was less than now. It required nearly eighteen months of ^var, 
with ever-increasing purchases by the belligerents, to start a 
rise of our price level. Of the nine commodity groups for 
which index numbers are calculated by the Bureau of T ahor 
Statistics, only the “chemicals and drugs" index rose signifi- 
cantly above the 1913 level prior to December, 1915. It is 
true that here and there the prices of special commodities, 
such as wheat, rose much earlier; but in thit particiilac case 
it is to be noted that, while wheat prices rose sharply in the 
first ten months of the war, a serious relapse was sustained, 
and the final price increase began as late as June, 1916. 

Contrast of Current with First World War Conditions 

The conditions confronting us today are, however, veiy 
different, bo& from the short-run and from the long-run 
standpoint. From the shoit-run standpoint, business expecta- 
tions in the first World War were dampened by the outbreak 
of hostilities. In the present war, the first impulse ivas 
SLongly favorable. Twenty-five years ago businessmen were 
impressed with the disruptive effect of wax upon 
omy, and the first impact was, therefore, deflationary, o y. 
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by reason of the memory of the prosperity finally engendered 
by the four years of prodigious expenditures in 1914-18, busi- 
ness expectations reacted favorably upon the outbreak of the 
war. Hence the rush of orders and the building up of inven- 
tories, and here and there tlie expansion of productive facil- 
ities which we witnessed in the autumn of 1939- And, after a 
lull in early 1940, the vast defense program, undertaken fol- 
lowing the spring invasion of the Low Countries and France, 
powerfully reinforced the upswing of employment and out- 
put. 

With respect to our export markets, the long-run aspects 
are very different today. The British Empire is incomparably 
more self-sufficient today, with respect to agricultural food- 
stuffc and raw materials, than was true twenty-five years ago. 
America is neither the actual nor the potential supplier of 
British food supplies today that she was in the first World 
War. Prior to 1914, the proportion of total imports entering 
Britain from empire countries was ao per cent. In recent 
years, it has been not far from 45 per cent. The Dominions 
have, in large measure, supplanted the United States as a 
supplier of foodstufis for England. Her own agiiculture has 
been greatly expanded by artificial measures. With respect to 
industrial products, the Dominions, notably Canada and Aus- 
tralia, have reached a high degree of industrialiration. The 
British economy itself is more productive. Not only had the 
first World War built up from almost notliing a gigantic 
chemical and munitions industry (recently greatly expanded 
by the reai.uament progiam) but a highly protective tariff 
has, for some years past, built up and strengthened a whole 
range of industries formerly weak or nonexistent. 

We must, moreover, recognize that the almost instanta- 
neous introduction of direct, or, if you prefer, authoritarian, 
controls affected Ameriran exports. If reliance is placed upon 
a free price system m the mechanism through which war sup- 
ples are to be obtained, all suppliers, whether in Britain, in 
me Dominions, or elsewhere, are placed on the same footing. 
When, however, the British government takes over, at one 
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Stroke, the whole Australian wool supply anri concentrates 
the purchases of foodstuffs and important raw materials in 
goveiiiment boards, the situation is very Hiffeient Moreover, 
when civilian purchases are rigorously controlled through 
rationing and taxation, the British market for general Amer- 
ican exports is obviously restricted. These direct controls im- 
ply not only a detex't'ination to commandeer productive re- 
sources for war purposes without resort to inflation, but also 
a detei'iiination to tighten the belt and thereby restrict im- 
ports for domestic consumption. Imports no less than domes- 
tic output are commandeered for war purposes. 

Nevertheless, some sectors of the American economy (in- 
cluding munitions, airplanes, trucks, machine tools, and steel 
products) have experienced a vast expansion of exports. 
These, moreover, are just the areas upon which our otvn 
aimament progi^im is concentrated. The areas enjoying an 
increase in demand are far more specialized than in the first 
World War. The direct war demands are not spread through- 
out the whole economy, Including agriculture, in the degree 
then experienced. But even more significant is the undoubted 
feet that the induced investment springing from the generd 
expansion is likely to be less now than in 1914—18. This is 
true for the reason that the first World War found us a rela- 
tively undeveloped industrial country. The mvestment in 
plant and equipment in American manufacturing industries 
in the decade of the first World War reached an all-time high, 
creating whole new major industries, such as the chemi^ 
indusuy, and raising all industries within a few years to a far 
higher plane of productive capacity. Considering the current 
productive capacity of leading American industries, no sue 
prodigious spurt of induced investment springing om m 
accelerated war demand or our own defense program ^n e 
expected except in the industries closely related to e war 


efforL j f 

If the war continues, aid to Britain and our otvn ^ 
progiam will cerininly result in a great expansion o p 
Ld employment. It will, nevertheless, be difficult and prob- 
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respect to bottleneclrc, it is nec'^ssary to expand plant capacity 
and to ini-rease the supply of specialised skills where needed. 
But, even though fhis progi.tm is carried out with utmost 
speed, the requirements of the defense are likely to be so 
great chat it will be nec<“ssary in some areas to resort to 
priorities control and to rationing. In ceii^iin cases, it may be 
pemiissible to allow some distortion of the price and wage 
structure in order to encourage a redirection of resources 
toward the botdeneck areas. 

Both these situations create speeialized price inflation 
problems. It is not a question of general price inflation, but 
of violent speculative flurries and an abnormal distortion in 
the price system caused by the development of bottlenecks. 

For neither of these problems is the monetary mechanism 
of control adequate or even applicable. Thus far, the only 
valid attack on the speculative inventory problem, short of 
direct controls, is to counter these herdlike movements by 
the check which an up-to-date index of inventories may he 
expected to furnish. It may be suggested fhat the prob- 
lem could be attacked by a sort of “commodity cxrhange- 
eqnalization account," of which the "ever-normal granary" 
is a concrete illustration. Something of fhis sort may be neces- 
sary in a major defense progiam. 

Lopsided and distorted as it must almost inevitably be for 
the reasons indicated above, it appears probable that a great 
expansion of output and employment lies immediately be- 
fore us, based partly on aid to Britain and partly on our own 
defense effort, reinforced by some induced investment in- 
cident to lifting the national income to levels much higher 
than have prevailed in the past. Consumption, accordingly, 
will rise to' new high ground. Payrolls will be higher Md 
faim incomes in ceil^in areas notably meats, vegetables, 
and dairy products will increase. Once the productive ra- 
pacity of the consumption goods industries can no ® 

increased, owing to the imperious competing deman o e 
aiiiiament industries and the limitation of the labor supp y, 
the stage is set, imless appropriate measures are ta ’cn, or a 
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geneial price inflation. The current monetary basis for such 
an inflation is, as is well known, of alrnost astronomical pro- 
portions. 

Direct and Indirect Methods of Control 

Broadly speaking, there are two possible methods of con- 
trol one the indirect control through familiar monetary re- 
straints which operate in the direction of a sharp increase in 
interest rates, and the other the direct controls through taxa- 
tion and rationing. 

With respect to the monetary controls, it is, perhaps, not 
extreme to say that we are badly at sea- The monetary re- 
straints imposed in 1936-37 — the raising of the reserve re- 
qiiireuients and the gold steriliration progi-im whatever 
their actual effects, have left us with even less confidence than 
we foiiuerly had in our capacity to manipulate the monetary 
levers in a manner that contributes to stability. Moreover, 
the reserves have reached such gigantic proportions that the 
authority of the Federal Reserve Board, unless wider powers 
are gi anted by Congress, is quite inadequate to impose the 
necessary restraint. Treasury powers are perhaps ample, but 
they involve the holding idle of large balances at a cost 
which, negligible though it be in teims of’ our economy, 
nevertheless makes such action politically difficult. 

Unfortunately, the monetary method is quite incapable of 
differentiating those sectors of the economy that need to be 
held in check in contrast with those upon which no restraint 
ought to be imposed and those which need stimulation. In- 
deed, it operates in a perversely selective manner. It cuts at 
the roots of prosperity in the general run of staple, consump- 
tion goods industries, and leaves largely unaffected the nllur- 
ing speculative industries unduly inflated by the boom. More- 
over, there is the equally serious fact about tire monetary 
method of restraint that it appears incapable of bringing the 
expansion gradually under control. The brakes need to be 
jmt on vigorously in order to have any effect at all and, once 
e mechanism really begins to grip, the economic machine 
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starts heaillong into a downward spiral. Accordingly, there is 
a growing conviction that other methods o£ restraint have 
greater prospect for moderating the advance without starting 
a nose dive in the opposite direction. It may be that experi- 
ence will prove this to be a hilse hope; it may be that the 
Uouble is not with the machineiy of control but with the 
violent sivin^ in business expectations incident to a change 
in the direction of activity or even in the rate of expansion. 

It was possible for Fngland in a war emergency to intro- 
duce the whole paraphernalia of authoritarian controls 
goveiiiinent boards, price fixing, rationing, and other quanti- 
tative restrictions. TTiese devices may equally have to be re- 
sorted to by this country under the conditions imposed by a 
huge defense program. 

In the event that the control of governmental expenditures 
and taxation are relied upon to check a threatening com- 
modity price inflation, different situations call for different 
procedures. If the stimulus to the undue expansion springs 
from governmental expenditures, then the remedy lies, ob- 
viously, in the curtailment of such expenditures. But if the 
inflation-threatening expenditures in question are for arma- 
ments which are deemed essential, it is clear that this remedy 
can be applied only in so far as nonarmament governmental 
expenditures can be curtailed. The current high level of ex- 
traordinary expenditures, such as for the WPA, affords 
rather wide scope for checking an undue expansion through 
the process of progressive curtailment. Yet, here it is necessary 
to introduce a caution. The public is likely to face an un- 
welcome surprise in the number of persons that will remain 
on the roUs eligible for WPA even after employment has 
risen by five, six, or even seven millions. There were about 
eight millions unemployed at the beginning of 194*- As in- 
dustrial employment increases, two to three million farm 
boys and unneeded farmers trill be drawn into urbim indus- 
try. This movement is already going on. Moreover, there are 
still about one million persons eligible for WPA but not on 
the payroll owing to lack of funds. Finally, some imascer- 



488 FISCAL POLICY AND BUSINFSS CYCIPA 

tained part of the unemployed force is quasi unemployable. 
Yet, these could usefully be employed on work-relief projects 
rather than put on the dole. Thus, even at peak employment 
levels, there is likely to remain an important function for 
theWPA. 

After all expenditures directly relating to unemployment 
have been eliminated, a point is sooner or later reached when 
further curtailment involves an encroachment upon noimal 
govemmental functions. Resort must then be had to taxa- 
tion. Such taxes, in the first instance, ought not to impinge 
on consumption expenditures. Corporate and personal in- 
come taxes and estate duties are indicated direct, not in- 
direct, taxes. By these means, unnecessary private expenditures 
would be drained off into ar'uament expenditures. Govein- 
mental expenditures would take the place of, instead of be- 
ing added on top of, private expenditures. 

Once full employment is reached, a further increase of ex- 
penditures, if inflation is to be avoided, becomes absolutely 
necessary. If the aiiuament expenditures must go on, private 
expenditures will, of necessity, have to be curtailed. But the 
mere fact that the aniiament expenditures are tax-finonced 
will not, of itself, ensure price stability. A surge of invest- 
ment in the amiament industries, stimulated by domestic 
aimament purchases and -war exports, together with invest- 
ment in other industries induced by a full-Ciuployment in- 
come level, might be fin?\nced by bank credit, or by the more 
active utiliradon of existing balances. In these circumstances, 
it would be necessary to hold in check, or even to reduce, 
the volume of detnand deposits. Without resorting to the 
familiar monetary controls, this could be accomplished by a 
fedeial tax surplus used to redre the bonds held by the com- 
mercial banking systeui. Note should be made, hosvever, of 
the important fact that, in so fer as the tax surplus svas used 
to redre debt held by individ<ials and insdtudons other than 
commerr,ial banks, the funds wo'tld flow back into the capital 
mar et and thence again into investment and consumption 
expenditures. And even though the tax surplus were applied 



MONETARY AND FISCAL CONTROLS IN WARTIME ^3 

to the retirement of obligations held by the commercial 
bank^, a poweifal war-orders boom might, nevertheless, in 
the absence of monetary cherts, continue to expand on the 
basis of nesv bant loans and investments more than offsetting 
the restrictive action of ihe Treasury. Unless the monetary 
conuol mechanism were brought into play, sve should have to 
resort, in these circumstances, to consumption taxes. These 
wo"ld have the effect of diveiling at the full-employment 
level the resources of the community from consumption to 
the war export and armament trades, which it is deemed 
necessary to support even at the expense of reduced consump. 
tion. A forced curtailment of consumption would, moreover, 
chert investment in the general run of nonarmament indus- 
tries and prevent an undue general expansion. 

To minimive the subsequent relapse to a peacetime basis, 
it might be desirable not merely to hold the total level of 
consumption expenditures in chert, but to apply the re- 
straint in a selective manner. Thus, it might well be sound 
public policy to starve the durable consumers’ goods indus- 
tries in order to build up a large accumulation of backlog 
demand rvith which to cu'ihion the depression once armament 
expenditures were curtailed. Postponement of expenditure in 
the durable consumers' goods area can, for a limited period, 
be carried out without serious infringement upon the stand- 
ard of living. But the nondurable consumers’ goods sector in 
the economy ought to be sustained during the boom at as 
high a level as the limitation of productive resources and the 
magnitude of the armaments program pciuiit. 





Chapter XXII 

DEFENSE FINANCING 


W HEN the vastly expanded defense progtam was un- 
dertaken in 1940, we were still a long way from 
full e-nployment. It ivas, accordingly, possible to 
expand output and employment to take care of the needs of 
defense and even to increase civilian production. The na- 
tional income for 1940 was about S74 billions, some §4 bil- 
lions above the 1937 level. The Federal Reserve index of pro- 
duction avci-aged around 188, compared with 113 in 1937 
and 110 in 1989. Employment averaged about 47 millions, 
slightly above the 1937 level, and about one million below 
that of 1939. The labor force for 1940 ivas estimated at about 
56 millions. Thus, there were about nine million unemployed 
— about eight millions by the end of the yean While some 
part of this number is more or less unemployable, on the other 
side it should be remembered that there are probably two 
to three million surplus workers, counted as employed in ag- 
riculture, who are ready to seek jobs in urban industries 
whenever opportunity affords. Moreover, the first World War 
experience indicated that there is always a vast potential la- 
bor supply which can readily be drawn into tlie labor mar- 
ket — ^when labor scarcity becomes intense. Thus, in igi8, 
44 millions were employed, including those drawn into the 
armed forces, while the noimal labor force was only 41 mil- 
lions. Three million potential workers, not noimally in the 
labor market, had been drawn into employment. This indi- 
cates that the potential increase in labor resources is greater 
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than indicated by the formal and somewhat artifirtal figures 
with respect to the so-called noimal labor supply. 

With respect to plant and equipment, the possibilities for 
expansion, as Terborgh showed in the July issue of the Fed- 
eral Reserve Bulletin, is enormous in the noncontinuous proc- 
ess industries. Two or even three <hift< could, if necessary, be 
introduced. This would provide greatly expanded output 
without any large capital outlays. To some extent, a length- 
ening of the work week in the more essential industries, on 
the basis of oveiiime, would be helpful. (The system of over- 
time may, indeed, be a quite scientific method of automat- 
ically adjusting wage rates in boom indusliies). The situation 
is most critical in steel, a continuous process industry. Here, 
at the end of 1940, we were already operating at close to 100 
per cent capacity. Exports to Britain, the defense require- 
ments, railroad equipment purchases, together with the in- 
creased demand for consumers’ durables, notably automo- 
biles all these converge upon the steel industry. Steel thus 
threatens to become our most serious botdenecL Steel ingot 
capacity is about la per cent above 1929. A projected trend 
based on iron and steel production from 1899 to 1929 indi- 
cates a peacetime consumption of these products, at full em- 
ployment, of about 30 per cent in excess of the igsg output. 
Wartime consumption of steel is, however, a quite different 
matter. 


The Defense Program 

How rapidly we shall encounter bottlenecVs in ccifam 
types of equipment and labor will depend, in part, upon the 
magnitude and speed of the defense program amj the stim- 
ulus it gives to income and employment. The 
Budget Message estimated total military expenditure, during 
the fiscal year 1941, at ?6.5 billions. In view o e y 
enlarged aiuiy progi^m (which offers easier opportunity or 
quick expenditures), it is possible that this gure ^ 

reached. In July. 1940, the defense expenditures were on y 
about $150 millions. Froin this point on, they were s epp 



^20 FISCAL POLICY AND EUSINP-SS CYCT-F-S 

up by over $50 millions per month, reaching $475 millions 
by Deceniber, 1940. It is estimated that expenditures will 
average nearly $800 millions per month during the l^ct half 
of the current fiscal year, or at the rate of well over a billion 
dollars per month by July, 1941. Should this rate be reached, 
it would appear possible to achieve a total defense expendi- 
ture far in excess of the §10.8 billions estimated for fiscal 
1942. But it must be remembered that the new budget does 
not include aid to Britain, which, as fixed in the T end-Lease 
Bill, reaches 57 bilHonc. 

The international situation might, of course, easily become 
so menacing that we should be compelled to push on as rap- 
idly as passible to a full defense effort. This, however, would 
involve a drastic increase in the defense program as now 
anticipated. The present progi-*m contemplates; 

(1) A navy of 3,000,000 tons (approximately three times the 
size of our present effective navy). 

(2) Full equipment for an army of 1,400,000 men, and, in 
addition, equipment of critical itemc (not readily obtainable 
on short notice through commercial channels) for an addi- 
tional 800,000 men. Housing facilities for 800,000 draftees 
and for 200,000 National Guardsmen. 

(3) An air fleet of 35,000 planes, including fighting, bomb- 
ing and training planes, with production facilities for an out- 
put of 50,000 planes per year. 

To raise the navy, aimy and air force to this level would 
entail an "expansion" cost of nearly $20 billions. Pay and 
subsistence of draftees during training, and the cost of train- 
ing 40,000 air force personnel annually, are not included 
in this figure. In a certain sense, these items, at least in the 
earlier years, really constitute a part of expansion and, if they 
were so included, the total cost of lifting the aimed force to 
the contemplated strength would approach $25 billions. 

• c * ^^tuy expansion progj^^m is expected to reach a peak 
m fisral 1942 and to be practically completed in 1943. The 
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navy exp^in^ioii progi.m, it is thought, will rearh a pe^lc in 
1943 2nd be completed by 1945. In the meantime, however 
the opeidting expen-ies. including maintpn;.nce and training 
of personnel, and the upkeep and replacpment of the milU 
tary plant and equipment would rapidly rise. Thus, total 
expenditures would amount to nearly $40 billions in the next 
five years. The proginm now laid out, as nearly as it can be 
pieced together with respect to timing and magnitude (in- 
cluding expansion and maintenance), is riven in the table 
below: 


TAnrv xxx 


Defense Program 


Fiscal Year *■ 

1941 

194’ 

1943 

1911 

»945 

Total 


Grand. Total (billions) 
Expansion and Operating Expenses 

? 6.5 
10.5 

9.0 

8.0 

6.0 
$40.0 


If the present progiam were carried out without revision 
upward, a tapering off in defense expenditures wonld thus 
begin in fiscal 1943. It is rather difficult to believe that an 
upward revision will not occur. In the event, however, of 
a negotiated peace say, this year — ^in which Fngland emerged 
as the undisputed sea power, we should probably feel rela- 
tively safe, even though Gci"<any were left in command of 
the European continent. The present defense prog^ram might, 
therefore, appear adequate while, on the other side, the sit- 
uation would not be s'lffiriently safe to warrant its abandon- 
ment or curtailment. Under these circnmstanres, the model 
given in the table above might be substantially reaHred 

Two other eventualities are, however, perhaps more prob- 

1 The 1941 runs Loui July i# 19^' to June 
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able. On the one side, Geim^ny may conquer England. In 
thi« event, it would appear cerf?in that we shall step up our 
defense expenditures with utmost speed, perhaps reaching 
$15 to $20 billions in 1912, and $25 to $30 billions in 1943. 
This would put us definitely on a war basis as (hr as ex- 
penditures are conceined. On the other side, England may 
withstand the attack and continue the war indefinitely. This 
outcome presents ttvo altex natives for us. Either we shall 
speedily enter the war, or we shall continue to give maximum 
support to England short of war, meanwhile rapidly increas- 
ing our own military strength. In the foimer case, our ex- 
penditures might rapidly rise to $30 or $40 billions. In the 
latter case, we might spend $10 to $15 billions in fiscal 1942 
and $18 to $20 billions in fiscal 1943. 

Rising Income and Higher Tax Yields 

It is scarcely worth while to attempt an estimate of the 
effect of the defense progiam on national income for 1943. 
But some tentative figures may be suggested for the calendar 
years 1941 and 1942. The defense expenditures will enlarge 
the total income stream directly by a certain amount. More- 
over, there will be ceirain repercussions upon private invest- 
ment in plant and equipment induced by the general expan- 
sion. A consideiable part of the increase in plant and equip- 
ment required for the production of military equipment will, 
however, be financed directly by the government. Neverthe- 
less, the general expansion of income will doubtless induce 
a cotisiderable antount of private investment in plant and 
equipment which will be financed quite independently of 
the defense outlays. In 1940, with a national income of $74 
billions, capital outlay on plant and equipment amounted to 
about $7.5 billions. At' a national income of $90 billions, it 
IS expected that expenditures on plant and equipment might 
rise to $11.0 billions; and at $100 billion income level to 
$i3|5- As indicated above, however, a considerable amount 
of these outlays relating to the defense effort will be financed 
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directly or indirectly by f^he govei-ment. In so far as is 
the ^se, one would be guilty of double counting if one added 
to the stimulating effect of the dpfanse outlays the plant and 
equipment expenditures directly or indirectly financed out 
of defense outlays. 

Eveiy thing considered, it is not unreasonable to suppose 
the national income might rise Lom $74 billions in 1940 to 
$80 or $85 billions in 1941 and $90 or $95 billions in 1949, 
assuming no major changes in the defense program and only 
a model ate increase in the price level. 

In 1940 output and employment were running at, roughly, 
80 per cent of potential capacity. It should, therefore, be 
possible to raise the national income at attainable full em- 
ployment to about 390 billions at current prices or $100 bil- 
lions at, say, 10 per cent higher prices. At the end of 1940 
the general wholesale index number stood around 80 (1926 
price being 100). 

Total federal expenditures in fiscal 1941 are estimated at 
around 313.2 billions with probable tax receipts at 37 billions. 
Expenditures for the fiscal year 1942 are estimated at 517.5 
billions, with probable tax receipts at $8.3 billions. Thus, 
the probable deficits are 36.2 billions for 1941 and 59.2 bil" 
lions for 1942. It is expected that approximately 32.0 billions 
of the 1941 deficit would be financed by the sale of new issues 
to government trust funds and baby bonds purchasers. Thus, 
it would be necessary to sell in the open market (to banks, 
insurance companies, coiporations, and individuals) about 
34-2 billions in fiscal 1941 and, perhaps, $’/.o billions in fiscal 
1942. In the event that tax rates are increased, less would need 
to be raised from borrowing. 

It is important to emphasize the fact that even the exist- 
ing tax structure will yield very large revenues much laigcr 
than the public is generally aware of — once the national in- 
come has risen to the attainable full employment level of 
390 to 3100 billions. During the interval in which the na- 
tional income is rising, there is a lag in the increase in 
receipts. This follows from the fact that coiporate and m- 
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dividual income taxes are noimaUy paid in four quarterly 
installments, overlapping the two fiscal years following the 
calendar yearupon whose income the taxes are assessed. Thus, 
for example, the taxes assessed on the income of 1940 are 
paid in March and June of fiscal 1941. and September and 
December of fiscal 194s. Because of this lag in tax collec- 
tions. tax receipts are relatively low, compared with what may 
finally be expected, while the national income is still rising. 
The deficit will, therefore, of necessity be large during this 
interval. The Treasury estimates that a national income of 
§100 billions would yield on the existing tax structure, after 
a lag of about one year, a revenue of §13.4 billions. Some esti- 
mates run as high as $15 billions. 


Methods of Financing 

For some years prior to 1941 all available evidence indi- 
cates that the savings stream of the nation — flowing from cor- 
porations (depreciation reserves and retained e-arnings); from 
financial institutions, such as life insurance companies and 
savings banks; and directly from individuals has been ade- 
quate to finance the demand for funds, including govern- 
ment requirerrients for deficit financing. In teuns of broad, 
global figures this is evident from the fact that tlie increase 
in bank credit from 1937 1 ^° * 94 ° was ofiEset by the continued 
accumulation of idle funds. Monetary expansion was being 
ofiset by hoarding. Thus, the increase in demand deposits 
'from $25.8 billions in 1937 to §31.7 billions in 1940, instead 
of reflecting an increase in the national income, only pro- 
duced a decline in the income velocity of circ'dation from 
2.8 to 2.2. 

If the national income should rise to, say, $100 billions, no 
major expansion of bank credit would be necessary to finance 
the combined demands of private industry and tire federal 
deficit. As the national income rises, the savings of corpora- 
tions and individnals rvill substantially increase. And there 
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is, moreover, the large barklog of amimiilate<l idle funds, 
totaling approximately $io billions, to fell back upon. 

From the standpoint of the MV type of analysis, no sub- 
stantial increase in demand deposits is necessary to drc'date 
a national income even of $100 billions. At the current vol- 
ume of demand deposits, the income velocity would be 3.1 
compared with 3.5 in 1933-39. Using both demand deposits 
and currency combined (to represent M), the income velocity 
would be 3.6 compared ivith 3.0 in 1933 39. 

These considerations raise the question of the appropriate 
method of financing the deficit incurred by the defense ex- 
penditures.* What part, if any, should be financed from bor- 
rowing from the commercial banks? What part should be 
financed from borrowing from the public and what part from 
taxes? Should the proportion financed from each of these 
three sources vary at different levels of business activity? 

In general, it may be argued that, in the earlier stages of 
recovery from depression, considerable reliance should be 
placed on borrowing from banks. In the deflationary phase 
the volume of demand deposits, as well as their turnover 
rate, typically declines sharply. An increase in the level of 
income can, in these circumstances, be facilitated by monetary 
expansion (both M and V) to a level corresponding to the re- 
quirements of a larger volume of tiansacdons. Thus, some 
expansion (varying with the magnitude of the prior contrac- 
tion) can be jusdiied. If considerable reliance is placed upon 
goven'mental expenditures as ameans of securing recoveiy, it 
is appropriate to borrow from the banks, since this procedure 
increases or maintains a high degree of liquidity for private 
entciprise and facilitates recoveiy by keeping interest rates 
low. 

As the national income rises, it is appropriate to turn m- 
creasingly (a) to borrowing from the nadons savings sUeam 


2 See =1*0 John H. WilHann, "Fmoomic and Monetary Aapftf* Of the 
Federal R^’erve Bulletin. February, 1941; 

Dnfirit Sp'-nding," American Eeorumie Revieai, Papers and Proceedings. Feb- 


ruary. 1941. 
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and (b) to taxation. As the national income rises, savings will 
tend to increase, thereby making available funds from which 
the government can borrow and tax. As the recovery ap- 
proaches full employment, increasing reliance on taxes rather 
than on borrowing is indicated, since taxation is, on balance, 
more restrictive than borrowing. To be sure, it is important 
that the banks should be restrained not only from taking new 
issues, but also from indirectly mopping up the new issues 
through the purchase of bonds from the public. Admittedly, 
this is not easy to accomplish, but a more or less effective ap- 
proach doubtless could be implemented, and particularly 
with reference to the larger institutions. Borrowing from 
the commercial banks is most expansionist in effect, borrow- 
ing from other sources and taxation of the savings stream 
(progressive taxes) occupies an intexiuediate position, while 
consumption taxes are definitely restrictive. Thus, die nor- 
mal sequence in financing governmental outlays in differ- 
ent phases of recovery is: first, bonowing from banks; second, 
borrowing fiom the savings stream; third, progressive taxes; 
and fourth, consumption taxes. 

This sequence more or less automatically takes place with- 
out conscious planning or design. At higher levels of business 
activity, commercial banks are able to find, in some meas- 
ure, other oudets for their funds. Moreover, at higher income 
levels the volume of savings increases and it is possible to 
sell more bonds to savings institutions, government trust 
funds, and the public. Finally, the progressive sector of the 
tax structure yields much larger revenues when the national 
income has risen. 

These tendencies partly explain the changing proportion 
of the federal expenditures financed from (1) borrowing from 
commercial banks, (a) borrowing from other sources, and 
( 3 ) taxes, in the period 1933-36 compared with the period 
^ 937 ~ 4 n-* The first period ivas one of rapid increase in the 
national income from $40 billions to $65 bilUons. The second 
was a period of relative stabiUty at around a $70 billion in- 

* Fiscal years, in<'lusive. 
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coiiie level. In the liiat period, 50 per cent of the federal ex- 
penditures was raised from bonowing, of whiVh over one half 
was from commer* lal banks and the Federal Reserve Banks, 
while less *-han half came from savings institutions, trust 
funds, and the public. In the second period, only 30 per cent 
was raised from bon owing, all of which came from savings 
and none of it from the commercial banks. The decline of 


commercial bank holdings of govciiiments in the recession 
of 1037 largely accounts for this fact, while the growth of 
government trust funds partly accounts for the inuieasing 
role of savings in government financing operations. More- 
over, larger receipts from the progressive taxes at higher na- 
tional incomes enabled the government to raise nearly 70 per 
cent of its requirements from taxation in 1937-40. It is not 
suggested that the relative proportions raised (a) from taxes, 
(b) from banks, and (c) from borrowing from the savings 
stream were the correct ones. It is only suggested that the 


change taking place from the first period of rapid recovciy 
to the later period of relative stability at moderately high 
income levels was in the right direction. 

Starting from the income level of $74 billions in 1940, how 
far should the defense expenditures be financed by bonow- 
ings from the commercial banks? We have already noted 
above that there may be sufficient savings (including funds 
now held idle) to finance both the federal deficit and the 
private demand for capital through fiscal 1942. It does not 
appear necessary, as far as the global figures are concerned, 
to resort to any considerable expansion of bank credit. But 
this may not necessarily mean vciy much. The mere fact 
that coiLiorations and financial institutions have funds avail- 
able does not ensure that they will purchase gove...ment 
bonds in so far as private investment outlets are not adequate 
to absorb their idle balances. Thus, the mere availability of 
funds does not ensure that banks will not have to be relied 
on to finance a part of the deficit. Yet, bank credit expansion 
on a laige scale, plus the utiliration of cu^ently accumulated 
idle balances, when the national income has already reached 
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$74 billions, and huge fedeial outlays have been appropriated 
or authorized to be expended as rapidly as feasible, might in- 
vite dangerous price inflation as the economy approached 
full employment. And, if the banks finance the deficit, while 
the corporations use idle balances for working capital and 
for the expansion of plant and equipment in nonmiHtary and 
nonessential lines, the combined effect might yield an undue 
monetary expansion. 

Boiiowing from the national savings stream tends to re- 
strain inflationary developments. But there is, nevertheless, 
no assurance that price inflation may not, in fact, come even 
though the federal deficit is not financed by borrowing from 
the commercial banks. In the first place, individuals may be 
induced to subscribe to defense bonds in excess of their sav- 
ings, covering the diflFerence by borrowing from the banks. 
During the first World War banks loaned about $3 billions 
on government securities. If large reliance must be placed on 
bank credit expansion to finance a war deficit, this method 
does have certain advantages over direct borrowing from 
banks, but the effect on prices is the same. In the second place, 
a substantial rise in business activity might result in a con- 
sideiable demand for bank loans and mi^t induce bank? to 
enlarge their holdings of private bonds and mortgages. In- 
deed, it was this development which accounts mainly for the 
enoiiuous credit and price inflation of the first World War. 

Conditions are now in many respects different. There are 
currently no good reasons for urging the public to buy bonds 
beyond their capacity to save out of income. Private business 
concctiis have large internal sources of funds available for 
expansion, and are relatively little in need of bank funds. 
Moreover, since mnrh of the plant and equipment reqtiired 
for the defense program will be financed by the government 
directly or indirectly, it is evident that this minimizes the re- 
quirements of private enterpiise. 

Paradoxical as it may seem, until an approach to full em- 
ployment is reached expansion will help to prevent inflation. 
This is true because, until full employment is reached, the 
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mam Hanger of inflation lies in the development of bottle- 
necks. Unless these bottlenecks are broken, we shall be com- 
pelled to choke off further expansion in order to prevent the 
scarcities teused by the bottleneck from resulting in infla- 
tionary piice and wage increases in the areas affected. From 
these areas there is Hanger that the inflationary development 
may spread to the whole economy. The only sound way to 
prevent bottleneck inflation is to break the bottlenecks. There 
is considerable tvarrant for the statement that the fear of in- 
flation is exaggerated, and there is Hangei that the important 
weapon of specific price increases where these may help to 
eliminate bottlenecks may not be sufficiently used. In so far 
as the bottlenecks cannot be forestalled by the provision of 
adequate plant and equipment capacity and by an adequate 
supply of skilled mechanics, priorities and rationing may be 
necessary. Inflation is even more serious anH insidious than 
unemployment. It will not do to let it get started in any area. 

If we succeed in avoiding, or at any rate holding to a min- 
imum, bottleneck inflation and speculative price develop 
ments in the security and commodity markets, we shall finally 
encounter, as we approach full employment, the problem of 
general inflation. For the control of general inflation, taxation 
bearing on consumption is technically a potent weapon, but 
practically and politically the matter is very Hifllcult. Theoret- 
ically, the most desirable method is probably a tax on payrolls 
deducted from wages. According to the well-knorvn Keynes 
plan, such deductions should, however, be credited to the 
wage earners in the form of blocked postal savings accounts. 
These 'accounts would be imblocked by proclamation of a 
designated monetary authority after the war emeigency is 
over, and, specifically, when a slump was beginning to de- 
velop. Various statistic^ series might be invoked to guide the 
monetary authority, for example, the index of industrial pro- 
duction, income paid out, wholesale prices, employment, etc.* 


« It corporations accnmulated during the prosperous war ^ . 

made available for disin.'«-.l wages, such a srhene would a|^^o..ipl«h 
•rame purpose as the Keynes pl-n, and would act as a cxhion agam.t a poit- 


defeiise slump. 
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The difficulty with the Keynes plpn is that there is prob- 
ably little hope that it would be acceptable to wage earners. 
Wage earners can be appealed tp on a voluntary basis to 
purchase govemnient bonds and even to pay onerous taxes, 
but they are not likely to accept a compulsory defeiment o£ 
\yage payments. It will not be ea^y to convince them that 
such compulsory defwiuent is really in lieu of taxes. They 
will want their wages as earned. There is, moreover, the diffi- 
culty with payroll taxes (whether actual or in the form of 
deferred payment) that such taxes in a period of buoyant e.x- 
pansion and labor scarcity may lead to demands for wage 
increases sufficient to cover the tax. Should this occur, no 
curi>*ilnient of consumption would result from the imposi- 
tion of the tax. 

It is possible, however, to apply the fundamental principles 
of the Keynes plan on a voluntary basis. A modified baby 
bond, with 3 per cent interest payable annually, and with 
subscription privilege limited to five hundred dollars per 
year so as to limit the sale to the lower income groups, might 
be made very attractive and, if properly advertised and pushed 
with a patriotic appeal, could reach wide masses of the pop- 
ulation. 

The defect in a voluntary plan, of course, is that its mag- 
nitude will necessarily be small compared with what might 
be. achieved by a compulsory plan. It may, therefore, become 
nece'isary, once an approach to full employment is reached, 
to resort to other foims of consumption taxation. A tax levied 
on “value added” has been suggested. Such a tax is said to 
be preferable to a sales lax by reason of greater simplicity of 
administration. It has, however, the disadvantage that, in 
practice, it will probably tend to encourage price increases 
at every stage in the productive process. To some extent, sales 
taxes also give the retailer an opportunity to raise the price 
by more than the amount of the tax. But it is probable that 
the impact of a sales tax on price increases is relatively less 
^ an in the case of a "value added" tax. A flexible noiiual in- 
come tax, with somewhat lower exemptions tlian at present 
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anrl collected at the source, ha« been suggested. At the lower 
income ranges such a "tax” deduction might be blocked as a 
compulsory savings account and "unfrozen” by arlmini-itxative 
ordpr to help cushion a postdefense slump. 

With respect to the indirect monetary controls, it would 
be a mistake to leave them out of account, or to regard them 
as obsolete. While direct methods of control, supplemented 
by fiscal devices, should be used in the first instance, the 
time may nevertheless come when it will be necessary to apply 
monetary checks to expansion. It is, therefore, desitable that 
the Fedeial Reseive Board he glinted the poivers necessary 
to reduce the excess reserves to manageable propoi lions so as 
to make open-market operations effective as a check upon 
bank credit expansion. 

In January of this year the Federal Reserve Board asked 
Congress for legislation enabling the Board to cope more ade- 
quately with the problem of credit control. Congress was 
asked to provide means for absorbing a large part of the exist- 
ing excess reserves and for the removal or control of various 
sources of potential increases in reserves, including the potver 
to issue greenbacks and the monetimtion of foreign silver 
and of gold imports. It was urged that the financing of the 
fedeial budget, including the defense program, be accom- 
plished by drawing upon the existing large volume of deposits 
rather than by creating additional deposits through bank 
purchases of government securities. It tvas urged that the 
spefial limitations of defense financing, restricted to short- 
texiu issues as passed in the Revenue Act of ig^o, be removed 
and that the Treasury be authorized to issue securities which 
would be especially suitable for investors other than commer- 
cial banks. . . . . - 

In taking account of inflation potentialities, the situation 
differs from that of the first World War in tivo significant 
respects. In the first place, there are currently available v^t 
overhanging surpluses of agricultural products; there is, 
moreover, vciy large productive capacity not only of 
cultural products and foodst"flx, but also of consumets prod- 
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ucts generilly. In the second place, at the very outset of the 
defeiTie progi'<m we start off with a strong tax structure capa- 
ble of yielding enorinous revenues as we approach income 
levels attainable at reasonably full employment. Thus, we 
approach the probleni of preventing wartime inflation from 
a stronger vantage ground than in the first World War. But 
this fact should not cause us to relax our efforts to the ut-nost. 
Our economic structure cannot endure either deflation or in- 
flation. 





Chapter XXIII 

THE POSTDEFENSE SLUMP 


T WO considerations must be taten account of in ap- 
pi ji«ing the problem of a postdefeuse slump. The first 
is the withdrawal of heavy consumption taxes imposed 
during the major defense eflort as a means to check inflation. 
The relief from several bilHon dollars of consumption taxes 
would act as a poweilul counterweight to the reduction of 
military expenditures. Just as resources were diverted from 
supplying private demand to satisfying the requirements of a 
defense program through heavy consumption taxes, so also 
they may be diverted back again to private use by the release 
of consumer purchasing power inridpnt to the cancellation of 


emeigency consumption taxes. 

The second major factor to take account of is the probable 
revolutionary change which the changed intemational situa- 
tion will likely make in our federal budget, even after the 
major defense piogi^m is completed It is estimated that even 
the currently contemplated military strength, once com- 
pleted, will require an annual outlay of about 56 bilhoK in 
upkeep. Tnainten:>nce, and replacement And it is more than 
probable that we shall sharply revise our defense program up. 
t^d, perhaps doubling currently planned expansion. It doM 
not appear probable now. at any rate, that anything can ha^ 
pen iS^the near future which will turn Europe and Asia into 
stable, peaceful continents during the ne.xt two or three da- 
ades. Even though we suppose that, somehow, Hitlensm c 
pletely collapses in Gci.nany. the problems of Europe vrould 
Sot thereby ^ddenly be solved. A new Europe will have to 

439 
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be created. It will have to be policed by somebody until 
stable political conditions can be restored. Moreover, the 
increasingly menacing position of Japan in the Pacific, in 
addition to the EuropeJ»n tuiiuoil, points toward a large 
peiif>anent defense progifm. 

Postdefense Budget 

Nonmilitary federal expenditures have, in recent years, 
amounted to about $7 billions. A considerable part of these, 
such as WPA, were, in effect, emergency relief expendi- 
tures. It is to be hoped that in the postdefense period we shall 
be able to manage our affairs so that it will not be necessary 
to provide work relief, except for a limited number of quasi 
unemployables. Instead, we need to spend more on genuine 
public improvement projects. We must rebuild America for 
peace no less than for defense. Express highways, modernized 
urban transportation systems, reforestation, soil erosion con- 
trol, flood control, hospitals, slum clearance, together with 
the accumulated backlog of ordinary public works held in 
abeyance during the defense effort, will call for large expendi- 
tures. An adequate progi.*m of public improvements, federal, 
state, and local, should be carefully planned and held in re- 
serve to meet the eventuality of a postdefense slump. Low- 
cost housing by private entei prise and private capital if pos- 
sible, but, if not, then supplemented by goveipment subsidy, 
is urgeiit. Moreover, a number of changes are inevitably im- 
pending in our social service and public welfare progi-^ms. 
Old-age assistance should be greatly expanded. This could be 
done in various ways. Under the 50—50 federal matching sys- 
tem, the benefits now range from $6.00 per month in the 
poorer states to $38 per month. In order to remedy this situa- 
tion, it will be necewary for the federal government to make 
larger giants to the fisrally incompetent states. The federal 
government might make an outright minimum giant of $15 
per old person assisted in all states, with the requirement that 
each state contribute at least $3.00 in addition. This would 
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establish a niinimiim benefit of $i8 per month in the poorer 
states. In addition, the federal govcminent should match each 
additional dollar contributed by the states until a maximum 
benefit of $40 per month was reached. In addition, the means 
test should be liberalized so as to admit any aged person to 
benefits whose income ivas judged inadequate. 

A good case could be made to support the thesis that old- 
age assistance ought to be taken over entirely, both with re- 
spect to administration and cost, by the federal government. 
This could help to relieve the states' fiscal situation and tend 
to check further increases in state consumption taxes. 

Other methods designed to liberalize benefit payments to 
aged persons are as follows; (1) All persons over the age of 
seventy might be given outright a federal pension of S30 
(man and wife together, $45) without having to meet a means 
test. This proposal would reserve the old-age insurance plan 
and old-age assistance now in operation to those aged sixty- 
five to seventy inclusive. About 3,250,000 persons are in- 
cluded in each gioup. This proposal follows, in general, the 
British system. (2) Eveiy person over the age of sixty-five 
might be paid a pension of $15 without a means test, this 
pension to be supplemented by the current provision for old- 
age insurance benefits, and (for those not covered by in- 
surance) by old-age assistance on the simplified income means 
test. The latter proposal is complicated by the fact that, under 
it, most persons would receive benefits from two sources. 

There is much to be said for the dual system — insurance 
benefits for those aged sixty-five to seventy inclusive, and non- 
contributory pensions beyond seventy. In the first place, this 
plan would preserve intact the old-age insurance system al- 
ready firmly established and well received by the general pub- 
lic, but would limit its application to those aged sixty-five to 
seventy. The noncontributory plan would cover all aged per- 
sons over the age of seventy, thereby restricting the means test 
(at best difficult to adminiuer and undesirable socially) to 
those aged sixty-five to seventy not covered by the old-age 
insurance. Together with a federally administered old-age 
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assistance plan for uncovered persons under seventy, a fedeial 
pension plan for those over seventy would greatly relieve the 
burden of the states, and facilitate reduction in state con- 
sumption taxes, or, at any rate, enable the states to participate 
on a federal giant-in-aid basis in other expanded social wel- 
fare progiams without raising consumption taxes beyond the 
present high level. 

Public health and fedcial aid to education are equally 
pressing. The recent interdepartment committee on medical 
care recommended a program consisting of three parts: (i) 
expansion of general public health services, including the 
strengthening of public health facilities, increased efforts to 
eiddicate tuberculosis, venereal diseases, and malaria, to de- 
crease the mortality rate from pneumonia and cancer, to 
provide mental hygiene and industrial hygiene services, to 
provide more adequate matemal and infant care, medical care 
for children, and treatment for crippled children; (2) to pro- 
vide greatly enlarged public hospital facilities, including gen- 
eral and special hospitals, and sanitariums for tubercular and 
mental cases; (3) to provide medical care in the home for the 
medically needy — those on relief or with incomes below 
$1,000 (about one third of the population). Such a progi-^m 
would involve expenditures ranging from about §250 mil- 
lions in the- first year to about $900 millions in the tenth 
year. 

Related to an enlarged public health progiarn is tlie Food 
Stamp plan. More than tiventy millions in the lower income 
groups are limited in their food consumption to 5 cents per 
meal per person. The Food Stamp plan has revealed that the 
consumption of foodstuff can be very greatly increased in the 
lower income levels, thereby relieving in some measure the 
agricultural surpluses. In addition to food, cotton has been 
experimented with on a small scale. It is estimated that a 
subsidy of $600 millions through a Cotton Stamp plan would 
mrtea^e the domestic consumption of cotton by two million 
bales. ' 

A large number of bills are currently before Congress, call- 
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ing for federal aid to education in order to relieve the pres- 
sure on the state budgets and to provide more adequate serv- 
ices (for example, adult education). 

Assuming an expansion of social security and welfare pro- 
giams along the lines indicated, avith the federal govciiiment 
ca I lying a larger part of the cost, we may envisage a post- 
defense federal budget roughly of the proportions indicated 
in the table below. According as less is spent on defense, more 
funds would be available for public works, intei'ial improve- 
ments, and social welfare. It is assumed that the federal works 
progitim, together with federal giants to local bodies for pub- 
lic works, would iniaease along lines discussed above. It is 
assumed that the agricultural progiam, while continued at 
about the foiiuer level, would be heavily shifted toward the 
Food Stamp and Cotton Stamp plan type of outlays. In this 
manner the agricultural program would aid relatively more 
than in the past to expand the domestic market for agricul- 
tural products. 

Table XXXI 


Postdefense Federal Budget 
(m billions) 

1 . Ordinary operative functions of goveiiinw»nt: 

Legislative, judicial, and civil establishments, and 
interest on the public debt 5*-5 ^ 3*® 

2. Defense: , 

Maintenance o£ Operation of enlaiged military 
force 5-0 to 6.0 

g. Wei fare functions of government; ‘ ^ 

Public impiovements, social 5 e«."tity, public wel- 
fare, agricultural program to y.o 

Total, range centering around St4 to §15 b'U'ons 

1 The -unount that would need to be spe"t on public 

to arhieve substantially full enipIor-'"5 ^ “crt mn* 

investmenL While the Huctuation in pnvate mvsainirnt would ^ “ 
damped down if the government und«...Ves a strong 
it wSnld nevertheless not entirely di-ppear. •“ 

would still proceed by spuru. followed by temporary saturation. 
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To those schooled in the uaditions of an era that is forever 
behind us a federal budget of $14 to $15 billions will appear 
to be nothing short of disastrous. Yet, if the analyse of thu 
book is correct, it will require a budget of some such magni- 
tude to keep our economy functioning at attainable full em- 
ployment. At a $100 billion income level, the tax structure 
enacted in 1940 could be expected to yield §13 to 514 billions 
of revenue. The 1940 tax rate level (with modification of the 
tax structure to make it more workable) would not constitute 
an intolerable tax burden at a reasonably full national in- 
come. Moreover, some measure of controlled borrowing can 
be justified. 

We need to change our ideas about the true meaning of 
economy. It is pure waste to economize by policies whiA 
condemn labor and capital to idleness. The first job of public 
policy is to make the system function so as^ to provide op- 
portunities for employment. But when this is done, the effi- 
cient way to “economize” our productive resources is to see 
that they are employed efficientJy and on the projects socially 
most useful. Fortunately, with the vast bulk of the productive 
processes operating under private enterprise and under the 
guidance of the price system, the part left for the more or 
less arbitrary decisions of public authorities is relatively 
small. 

How such a budget should be financed — what proportion 
from borrowing and what from taxes depends in the final 
analysis, as we have seen, upon one’s judgment with respect 
to the socially desirable distribution of wealth and income. 
The tax revenues, whatever the magnitude, should in any 
case be drawn as fiir as possible from sources which impinge 
lightly on consumption. For only if the expenditures are so 
financed will they have an income-generating effect. It is cer- 
tainly quite possible to finance such a budget wholly from 
taxation, if that is deemed desirable. We have noted above, 
however, that loan expenditures of, say, §a or $3 billions per 
annum offer a suitable outlet for the secure investment of 
the annual accrual of savings in trust funds and thrift insti- 
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tutions. It should be noted also the tax method of financ- 
ing, evm ^ough the rates are progressive, is at best more 
restrictive in effect than loan financing — in other words, ha» 
a smaller income-generating effect and this is all the more 
true of the last increments of taxes collected. These two facts 
favor the more conservative policy of financing a part from 
boil owing. 

Fiscal ReoTganiration 

From the standpoint of long-range planning relating to full 
utilization of resources and antidepres.sion policy, two de- 
fects in our institutional arrangements present serious ob- 
stacles to a full realization of the desired objective. One has 
to do with the current federal-state fiscal setup, and the other 
with the lack of a fiscal authority with power to administer a 
flexible fiscal progiam with respect to expenditures and tax- 
ation. 

Any proposal to introduce an effective national fiscal pro- 
gt.im adequate to cope with modem problems encounters at 
once the anomalies and conflicts inherent in the overlapping 
functions and taxing powers of the federal, state, and local 
goveioments. Moreover, the expanding functions of govern- 
ment, particularly in the field of social welfare, place upon 
the states financial burdens beyond their capacity without 
resort to heavy constimption taxes. This form of taxation rims 
precisely counter to the main objective of fiscal policy that 
of securing reasonably full employiuent. Thus, in recent 
years, many states have been compelled to levy sales taxes in 
order to provide old-age assistance and other expanding social 
services. Indeed, the leadership of the federal goveniment, 
through the traditional 50—50 matching system, has com- 
pelled the states, by reason of their fiscal incapacity to levy 
adequate progressive taxes, to resort increasingly to consumj}- 
tion taxation. Thus, by 1938 the state and local bodies were 
collecting $3,250 millions in sales, liquor and tobacco, gaso- 
line, and payioll taxes. 

This situation will sooner or later necessitate a thorough 
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reorg3ni7^tion and. reallocation, of functions and taxing pow- 
ers. Such a reorganiriition ha« been reconmended in Canada 
in a recent report by the Royal Commission on Dominion- 
Provincial Fiscal Relations. It may be that the time is not ripe 
for a complete overhauling of the federal-state fiscal relations 
in the United States. We are not confronted with anything 
like so acute a crisis as that confronting Canada. The federal 
government has been able to step into the breach through the 
assumption of a major part of the burden of urban and ajjil- 
cultural relief and giants-in-aid to lo^'^l public works projects. 
The public debt of states and municipalities has accordingly, 
for the counuy as a whole, ceased to rise. The credit posi- 
tion of the local governments has thereby been strengthened 
materially. But while we are not confronted with an immedi- 
ate crisis, the cumulative effect of grooving social services, 
financed largely by consumption taxes, is to place an incre--*'!- 
ing drag upon economic expansion and full employment of 
our resources. 

Short of a drastic reoigani^tion, the problem can be eased 
by a modification of the federal giant-in-aid progiam and by 
the assumption by the fedeial government of ceifain respon- 
sibilities now carried wholly or in part by the states. Thus, 
the old-age assistance progi'am (perhaps converted into an 
outright pension for those over seventy) ought probably to 
be taken over entirely by the federal govexnment. Other 
social welfare progiams, which by reason of administrative 
problems or othenvise (education, for example) should be 
left under state control with federal supervision, could be 
financed by a variable federal giant adjusted according to 
the fiscal capacity of the various states. Witliout far-reaching 
modifications in this general area, we shall not be able to 
undertake an effective fisral progiam with respect to full em- 
ployment of our productive resources. 

Nor can fiscal policy ever become a really potent device for 
economic stability and expansion without placing its opera- 
tion on an administrative basis. We have long been accus- 
tomed to the administrative conuol of monetary and bank- 
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ing policy. Ad hoc legislation by Congress with respect to 
open-market operations and rediscount rates would patently 
be impossible. Precisely the same is true of fiscal policy, if 
it is to be used effectively as an instrument to control employ- 
ment. The only reason legislative enaitment, from •■ime to 
rime, is regarded as adequate in *'his field is rhat govei<>mental 
expenditures and tax rates are still expected to fulfill only 
their traditional functions. Fiscal policy has not yet won a 
place as an instrument of economic control continuously to 
be applied as a means to secure employment stabiHration and 
expansion. When such a place shall have been won, compar- 
able with that achieved by monetary policy, it will be recog- 
nized that the inteiuiittent use, by specific and ad hoc legisla- 
tive enactment, of public expenditures and taxation after 
each special emergency has arisen is quite inadequate for the 
purpose in hand. It will become necessary to subject these 
powetfol instrtiments to continuous administrative manage- 
ment in order to render the control sufficiently flexible to 
cope with the ever-changing economic situation and to pre- 
vent . disastrous cumulative movements from getting under 


way. . , 

These considerations are peculiarly pciunent to the proD- 
lems raised by the defense progiam. Gearing fiscal policy to 
the rapid changes in economic conditions which the de ense 
proKi-m rvill call forth requires the development of new pro- 
cedures. For the time being, one type of tax policy is appr^ 
priate. But we may very soon encounter a 
a quite different tax policy is called for. Such conditions ca 
not be managed by piecemeal legislative enacUnent. 

Congress should set up a long-run focal ^ 

to cope with the defense and postdefense pr ■ 
program calls for a comprehensive, long-range plan For one 
FhSg. Congress should establish a Moneury and ^1 An- 
thorfty. Such an Authority should be 

bilitv of advising and recommending to ” 

respect to the implementation of a 

J a^ tLo Executive, acting under the advice of the Monetary 
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and Fiscal Authority, should be empowered to increase or 
cun ail at the appropriate time a specially designated category 
o£ public improvement expenditures designed to promote 
eniployment stability and expansion. He should, moreover, 
be empowered, with the advice of the Monetary and Fiscal 
Authority, to deteimine the imposition and withdrawal of 
taxes designed to check inflation or deflation and to change 
existing rates within limits imposed by the comprehensive tax 
progiam. Congress might specify certain criteria which the 
Monetary and Fiscal Authority would be required to take 
cognisance of in the determination of the appropriate timing 
of such adjustments. The deten«ination ought certainly to be 
discretionary, but it is possible that the objective criteria 
could be sufficiently definitive so that limits could be imposed 
upon the range within which discredon could be exercised. 
Upon such deteimination and proclamation by the Execudve 
the respective provisions of the comprehensive tax measure 
previously passed by Congress would become effecdve. 

Admittedly, Congress may be reluctant to delegate power 
to the Executive on so vital a matter as the timing of the 
applicadon of tax rates and expenditures. But, if we are to 
make the economy workable under modem condidons, it will 
be necessary to engage in bold social engineering. And es- 
pecially is this true with respect to the defense progt.trn and 
its afteimath. If the magnitude of the defense effort is sharply 
revised upward, the time is coming when high consumption 
taxes should be imposed in order to prevent infladon. If we 
leave it to Congress to deteiniine when this time has arrived, 
^ere is Ae giavest danger that acdon will be taken too late. 
And similarly rvith respect to the timing of appropriate fiscal 
measures when the postdefense slump begins to set in. 





Chapter XXIV 

FISCAL POLICY AND INTER- 
NATIONAL STABILITY 


M any persons vii-ally interested in sound inteination;)! 
relations are too frequently disposed to assume that 
a high level of eeonomic prosperity in all countries 
would be ensured if trade barriers were largely removed. It 
is undoubtedly true that the erection of postwar agricultural 
tariffs, together with the increasingly protectionist policies of 
primary producing countries, the reparations payuients, and 
the unsound policies pursued with respect to foreign lending, 
were important factors intensifying the tculfic svorld depres- 
sion begipning in 1929. While this miiy certainly be granted, 
it would be a great mistate to assume that sounder inter- 
national economic policies of the character referred to above 
would themselves ensure an avoidance of serious depressions. 
Indeed, one can go much farther and assert that even in a 
world which was completely under one political sovereignty 
the fundamental factor producing depressions would still be 
present, namely, the fluctuation in the rate of real investment. 

A second point to be noted is that in laying plans for a 
durable peace it svould be vay dangerous to overlook the 
threat to the stability of any arrangements that may be made 
which would arise in case we had a recurrence of deep de- 
pressions. 

American Prosperity and World Peace 

It is increasingly the viesv of many economists that the de- 
pression starting in 1929 is, in vciy large measure, responsible 

449 
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for the present plight of the world. There was a very good 
chance though no absolute certainty — that, in the absence 
of the Great Depression, a solution might have been found 
for the central problem of Europe, namely, the place of Ger- 
many in international relations. Despite the mistakes of the 
Versailles Treaty, progress was being made toward a solution 
in the relatively prosperous years of the late twenties, and 
could this prosperity have been maintained on a fairly high 
level it is not unreasonable to assume that, progressively, a 
solution would have been found and war thereby averted. 

The thesis can, therefore, be advanced with a good deal of 
reason that the really acid test of international economic co- 
opeiation nms in teims of deliberate international policy 
with respect to the control or moderation of depressions. 

With respect to the United States, it may be asserted with 
confidence that this country could make no greater contribu- 
tion tosvard the solution of the international political as well 
as economic problems than tliat of achieving a high degree of 
internal economic stability at a level of fairly full employment 
of labor and other resources. It is a fact that the extraordinary 
instability of the American economy presents one of the most 
serious problems confronting Europe. The Great Depression 
itself was, of course, a result of the interplay of a great many 
factors, partly internal and partly international, but there can 
be little question that the tremendous investment boom of 
the twenties in the United States (and in other countries aided 
by American foreign loans), the succeeding high degree of 
temporary investment saturation and the ensuing collapse in 
the output of fixed capital goods, particularly in this country, 
were the central core of the great world depression and de- 
tei mined mainly its intensity and duration. A bad interna- 
tional setup, of course, magnified the impact upon the out- 
side world, and this impact, in turn, reflected itself back upon 
our own counuy in a cnmulative fashion. Thus, as always in 
a depression period, it is quite impossible to unravel the inter- 
play of cause and effect relationships. But through it all it 
IS important to see the internal situation in the United States 
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which would have created a profound depression regardless of 
the international setup. 

Europe, and also the primary producing countries from 
whom we impoiL so heavily, and whose prosperity or depres- 
sion is, therefore, in laige measure a reflection of our oivn, 
have evei y reason to fear the impact of America upon world 
affairs if we are to continue (a) a high degree of economic 
instability, or (b) rhronically depressed conditions, or (c) a 
combin;ition of both (as in recent years). 

It is a strilcing fact ifiat the movements of the Federal Re- 
serve index of industrial production in the last decade bear a 
close resemblance to the movements in the quantum of world 
trade. To illustrate from one episode in this derade, the sharp 
depression in the United States in 1937-38 spread to the rest 
of the world through the sudden decline in American imports 
induced by our depression. The continued losv rate of ac- 
tivity in America inevitably throws the American trade and 
service balance of payments into disequilibrium. At low aedv- 
ity and low income levels our imports (notably, raw materials 
and tourist expenditures) tend to prove inadequate to bal- 
ance our current intemadonal account A violendy fluctuat- 
ing American economy is a menace to economic stability in 
the rest of the world. A chronically depressed America, unless 
Europe can in some manner isolate itself from this depres- 
sional influence, tends to infect the rest of the world. 

Under these circumstances it is highly probable that, unless 
the United States can do a better job of managing its oivn 
economy and can effectively co-operate with other countries 
on monetary policy, fiscal policy, and on such measures as, 
say, a co-ordinated intciuational program of public works in 
a period of depression, it will become nece«ary for the Eu- 
ropean countries to insulate themselves as far as possible from 
the American influence. It is by no means improbable that, 
without an adequate internal American policy, rambined . 
with intemadonal coUaboiadon along fhe lines inducted, af- 
ter this war the European countries will find it essential to 
their political stability and to the securitv of any intei uadonal 
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program to collaborate on policies designed to isolate them- 
selves from the United States. 

In the nineteenth century and, indeed, until the bre^ik- 
down of the international price system in the Great Depres- 
sion of the early nineteen-thirties, international trade, while 
more or less hampered by tariffs, nevertheless extended far 
beyond political boundaries and was relatively little affected 
by political power. During the last decade the world has, 
however, become increacingly broken up into more or less 
%vatertight trade area compartments. In particular, die trad- 
ing policies of the totalitarian states have fostered a high de- 
gree of self-sufficiency in the areas brought within their sphere 
of influence. And, of course, the war has now cut off the en- 
tire continent of Europe from tiade with the Western world. 

America* s Place in Postwar World Trade 

The prospect for a satisfactory political organi7ation of Eu- 
rope is not bright, regardless of the outcome of the war. 
Europe in our generadon will not easily be able to achieve 
a satisfactory polidcnl setdement. If the outcome of the war 
is such that Geunany will dominate the condnent of Europe, 
this would entail the continuance of autarchic Uade policies, 
resulting in largely cutting off this area from Uade with the 
rest of the world. Barter deals no doubt would be made where 
they could be effected advantageously, but general interna- 
tional trade intercourse on a free price basis between a 
Geiiiian-dominated Europe and the rest of the world would 
be a thing of the past. 

On the other hand, it can reasonably be expected that in 
the event of a Bridsh victory the independent states of Eu- 
rope will be reconstituted, and that international trade across 
political boundaries will be resumed. Thus, thp outcome of 
the war_ ha« important impUcadons with respect to world 
toade and, in pardcnlar, the trading area available for the 
United States. 

In the event of a complete Geiinan victory, including the 
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conquest of the British Isles and perhaps the loss of British 
InHia and much or all of the African British Fmpire, the 
American trade area would shrivel to include virtually no 
more than the North American continent and the Caribbean 
countries. In the event of a British defeat, the United States 
could not, s'nglehanded, control the Atlantic and Pacific 
Oceans. Our defense would have to be drasvn on close lines. 
It svould involve a restricted area, including the North Amer- 
ican continent and the Caribbean countries. It would, of 
course, include the protection of the Panama Canal and an 
area, say, fifteen hundred miles beyond. With the defeat of 
Britain, we could not afford to risk fer-flung, distant outposts. 

The economic and trade implications of this limited de- 
fense area are rather obvious. The United States does not 
constitute a poweiful economic magnet drawing the coun- 
tries of South America into our trade orbit. Their gieat ex- 
port products are, with the exception of coffee in Braril, pre- 
cisely the products of %vhich we have huge agricultural 
surpluses.^ Nor should we be able to hold the Far Fast, Aus- 
tralasia, the Dutch and British Fa^t Indies, China, the Phil- 
ippine Islands, and Japan svichin our trade orbit. This are^ 
in the event of a smashing Geiman victory would increasingly 
fall, both on military and on trade lines, under the control 
of Japan and the Axis Pmvers. 

The limited trade area thus left for the United States does, 
indeed, contain rich raw materials, and we could in time de- 
velop a high degree of self-siifficiency, but it svould mean a 

1 The Hifflnilty of intcgiiHing the South Ammcan countries in the orbit 
of Ameriran trade I explored in souie detail in an article on "Hemisphere 
Solidarity" in the October, 1940 issue of Foreign Affairs. See ’Iso the article by 
P. W. Bidwell and'A. R. Upgicn on "A Trade Policy for Naiion’l Def'ine," 
ibid., January, 1941. Qt'mtitatively, our oira apicultural export surpl""-* 
aggiegate about $700 millions per annum. But, if Che Western H'*mi?phere 
as a whole is considered, these surpli"e« cumnlafe to a total of no less than 
5s billions. Our oivu suiplu«es in'lude cotton and wheat, tobacco and meat, 
and mineral surpl"*e5 of copper and pcuoleuni, to name but two of the 
latter claM. Canaria and the Atgiindne together have evett gi-uer surplu"-! 
of meat and wheat, Brazil has a large surplus of coffee and cotton, and other 
countries of the hemisphere have very large surpluses of copper and pe- 
troleum 
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drastic reallocation of our productive resources. Within this 
narrow trade area we have an enoiuiously overdeveloped agii- 
cultural capacity. This would have to be liquidated. Our 
economy has developed within a world market, and our Uad- 
ing area cannot shrivel to small dimensions witliout entailing 
drastic reorganiTation and readjustment. 

The key to the solution of this dilemma is Britain. In recent 
years the proportion of the total European purchases of West- 
ern Hemisphere agricultural surpluses taken by the United 
Kingdom is striking indeed. Of total hemispheric exports of 
wheat, Britain absorbed over 6o per cent. In the case of meat 
a critical export for the Argentine the proportion of total 
Western Hemisphere exports to all of Europe absorbed by 
Britain was 90 per cent; for lard. 58 per cent; for cotton, to- 
bacco, and corn, the proportion ranged from 32 to 40 per 
cent; and, finally, in die cases of copper and petroleum, the 
figures are 49 and 38 per cent respectively. Coffee is the only 
important Western Hemisphere export not purchased in 
large volume by Britain. 

If Britain holds and the British Empire survives, our trade 
outlook would accordingly be very different. With British 
and American control of the seas, a large trading area would 
be available for this country, even though Geimany should 
retain control of the continent of Europe. Such a Uade area 
would include the British Isles and the whole of the British 
Empire, the whole of the Western Hemisphere, and the Far 
East. This represents a reasonably sadsfactory triangular trade 
area, including by far the most important part of our former 
world trade. Important trade routes would thus be preserved 
across the Atlantic and the Pacific. In this area, by reason of. 
the market offered in the British Isles, the South American 
countries could also find their place. And we, on our part, 
would import important raw materials from the Far East. 

outlook ^for the United States in such a world would 
be fairly Optimistic Iiom the trade standpoint. But, in terms 
of world organi7ation and permanent peace, a world divided 
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between a great land power (Geimany) and sea powers (Brit- 
ain and the United States) presents a gloomy picture. 

Into national Economic Collaboration 

But the political solution of the problem of world organi- 
zation is not enough. The League of Nations, imperfect as it 
ivas, could in all probability have survived and improved had 
it been possible to maintain a sound economic foundation in 
teiiiis of world prosperity. In the next attempt at world or- 
ganiyation there is no likelihood that any scheme, however 
wisely conceived, can survive widespread unemployment The 
war is demonstrating how great are the fiscal powers of the 
state to commandeer the resources of a society for purposes of 
destruction. Is it Utopian to hope that countries may learn to 
, use this powerful inctniment of public policy for building 
and preserving the economic foundations of enduring world 
peace? 

In the London Times, Febniary g, 1940, a statement of the 
Executive Committee of the British Labour Party on "The 
War and the Peace” is made. This statement further calk at- 
tention to the economic difficulties which will confront all 
nations at the end of the war, particularly the danger of mass 
unemployment. In addition to political reconstruction, bold 
economic and financial planning on a world-wide scale is re- 
quired, involving perhaps intciiiational public works and 
the development of great colonial tcultories under the direc- 
tion of an international authority with a budget of its own. 
Such a plan, of course, goes farther than my otvn suggestion, 
which involves international collahoiation with respect to in- 
teiiial expansion within each country, undei taken simultane- 
ously with a view to disrupting as little as possible the struc- 
ture of exchange rates. 

Similarly, in an article in the New Statesman and the Na- 
tion, February 17, 1940, reference is made to the perilous sit- 
uation which will confront all the belligerent countries when 
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ihe aiinies are demobilued and returned to civilian life. The 
worst enor, it is urged, committed by the statesmen follow- 
ing the first World War was not the Treaty of Veisailles with 
its doubtful political frontiers, but rather their failure to 
grapple effectively with the economics of the postwar world. 
The first chapter in a peace settlement ought to include, it is 
stated, an ambitious plan of public works, development, and 
restoration. 

Undoubtedly, intelligent opinion in Europe would prefer 
a policy of international collaboration with America. But t^his 
is true only on tlie assumption that there is reason to suppose 
that America can and will stabilize her economy at a high 
employment level and can and will participate in effective in- 
ter national collaboration on monetary, trade, and fiscal lines. 

What I have tried to state briefly is my conviction that it is 
necessary to think of international economic collaboration in ■ 
more thoroughgoing terms than has commonly been the case. 
It is important not merely to think in terms of the optimum 
international division of labor which at full employment 
would give us the largest realizable real income. In the kind 
of world in which we live today it is even more import.ant to 
think in terms of reasonably full utilization of our resources 
and to consider both domestic and international policy which 
will tend to promote this end. 
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